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WEDNESDAY,  NOVEMBER  17,  1993 

House  of  Representatives, 
Committee  on  Banking,  Finance  and  Urban  Affairs, 

Washington,  DC. 

The  committee  met,  pursuant  to  notice,  at  10  a.m.,  in  room  2128, 
Rayburn  House  Office  Building,  Hon.  Henry  B.  Gonzalez  [chairman 
of  the  committee]  presiding. 

Present:  Chairman  Gonzalez,  Representatives  Schumer,  Kenne- 
dy, Klein,  Furse,  Dooley,  Leach,  Johnson,  Linder,  Knollenberg, 
Lazio,  and  Huffington. 

The  Chairman.  The  committee  will  please  come  to  order.  The 
committee's  recent  decision  to  vote  for  funding — that  is,  to  vote  for 
the  funding  of  the  RTC  served  as  a  painful  reminder  of  taxpayer 
outrage  over  the  savings  and  loan  crisis.  Ironically  at  this  point,  as 
of  yesterday  at  about  noon,  we  were  advised  that  the  Senate  finally 
had  named  conferees  on  the  RTC  funding. 

Of  course,  we  have  been  waiting  for  months  for  that  to  happen 
and  in  the  meanwhile,  of  course,  the  staffs  have  been  working  to 
figure  out  the  irreducible  issues;  that  is,  on  a  staff  level.  And  the 
question  now  is  that  apparently  the  Senate  feels  that  we  could 
have  a  quick  conference  and  sign  off  and  I  am  reconsidering  that — 
I  mean  considering  that  because  I  don't  believe  in  fast  government. 

Fast  government  is  dangerous  government.  As  a  matter  of  fact, 
today's  hearing  ought  to  emphasize  why.  And  that  is  why  I  want  to 
make  sure  that,  first,  I  consult  with  my  own  conferees,  make  sure 
that  they  approve  in  case  we  reach  such  a  consensus  that  we  could, 
without  a  formal  structured  meeting,  proceed. 

However,  my  experience  has  been,  and  I  have  been  all  through 
the  32  years  here  on  the  Banking  Committee,  5  years  prior  in  the 
State  Senate  committee  where  I  served  as  chairman  of  the  State 
Senate  of  Texas  Committee  on  Banking  and  before  that  3  years  on 
the  city  council.  And  I  learned  that  fast  motion  sometimes  expedit- 
ed what  would  turn  out  to  be  sorrowful  and  regretful  results,  so  I 
have  always  kind  of  slowed  up. 

Unfortunately,  that  is  not  the  way  things  have  been  happening 
here  for  the  last,  oh,  4  or  5  years  and  we  find  ourselves  in  all-night 
so-called  conference  sessions,  and,  of  course,  we  have  powerful  in- 
terests that  have  a  lot  of  money  hanging  on  balance  and  whenever 
you  have  a  lot  of  money  on  that  table  out  there,  you  are  going  to 
have  a  lot  of  things  going,  and  I  think  this  hearing  today  ought  to 
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emphasize  why  I  speak  this  way  because  the  issue  that  continues  to 
grate  at  the  taxpayers  and  us  is  a  notion  that  professionals  such  as 
officers,  directors,  accountants,  lawyers,  appraisers,  bonding  compa- 
nies, and  securities  brokers  who  were  negligent  in  causing  the  fail- 
ure of  hundreds  of  banks  and  thrifts  have  escaped  financial  respon- 
sibility for  the  losses  that  they  caused  and  helped  to  cause. 

It  was  under  my  leadership  as  chairman  of  this  committee  that 
we  adopted  the  provisions  in  FIRREA  and  FDICIA  that  granted 
the  FDIC  and  RTC  with  much  needed  powers  to  help  and  hold  pro- 
fessionals accountable  for  negligence  that  led  to  the  failure  of  the 
hundreds  of  these  federally  insured  banks  and  thrifts. 

Those  provisions  were  a  commitment  on  the  part  of  the  Congress 
to  adopt  policies  that  would  maximize  recovery  from  failed  thrifts 
and  banks,  but  as  we  will  learn  later  today,  more  can  and  needs  to 
be  done  to  live  up  to  that  commitment.  Part  of  the  reason  is  that 
one  of  the  riders  there  that — by  way  of  an  amendment,  fast,  quick, 
but  which  in  reality  had  been  written  by  the  most  powerful  insur- 
ance firms,  has  given  some  escape  hatches  here  and  that  is  what 
we  want  to  know  about. 

Today's  hearings  will  acquaint  you  with  the  issues  related  to  reg- 
ulatory exclusion — that  is  the  formal  word,  fancy  words  for  this — 
which  are  contained  in  director  and  officer  insurance  policies.  Both 
the  FDIC  and  the  RTC  will  testify  that  insurance  companies  use  a 
regulatory  exclusion  as  a  major  impediment  to  maximizing  recover- 
ies from  negligent  officers  and  directors  of  failed  financial  institu- 
tions. 

Thanks  to  such  things  that  happened,  as  I  referred  to,  the  riders, 
which  incidentally  there  comes  a  time  when  you  get  into  those 
pressure  all-night  ventures,  which  I  detest,  protested  to  the  Speak- 
er, but  the  leadership,  under  great  pressure  to  adjourn  the  session 
or  Congress,  was  willing  to  do  an3rthing.  Like  today's  proceedings 
on  the  so-called  NAFTA,  or  as  I  prefer  to  call  it,  the  "SHAFTA," 
and  so  I  depend,  of  course,  on  staff  and  counsel  particularly  and 
the  counsel  that  was  here  then  that  I  had  specifically  instructed, 
because  I  have  reserved,  and  that  is  what  I  am  doing  now  on  this 
RTC  funding  conference,  the  absolute  obligation  of  looking  over 
that  bill  myself  and  making  sure  that  some  of  these  riders  aren't  in 
there. 

In  effect,  regulatory  exclusions  are  an  effort  by  insurance  compa- 
nies to  transfer  their  financial  responsibility  to  cover  the  losses 
caused  by  negligent  officers  and  directors  squarely  right  on  to  the 
backs  of  the  taxpayers.  FDIC  and  RTC  estimated  that  as  a  result  of 
regulatory  exclusion,  they  are  prevented  from  recovering  between 
$300  million  and  $1  billion  from  failed  institutions. 

The  Congress  made  a  commitment  to  taxpayers  to  clean  up  the 
savings  and  loan  crisis.  It  is  still  an  unfulfilled  commitment,  and  to 
adopt  policies  that  will  help  to  maximize  recoveries  from  those  per- 
sons negligent  in  causing  the  failure  of  the  federally  insured  banks 
and  thrifts.  Allowing  for  the  repudiation  of  regulatory  exclusion 
will  provide  the  FDIC  and  the  RTC  with  the  authority  they  need  to 
maximize  recoveries  to  the — or  for  the  taxpayer.  And  with  that,  I 
recognize  our  distinguished  ranking  minority  leader,  Mr.  Leach. 

Mr.  Leach.  Mr.  Chairman,  I  look  forward  to  hearing  the  wit- 
nesses. There  is  obviously  a  case  for  and  against  this  bill.  We  are 


going  to  have  to  weigh  it  carefully  and  also  the  circumstances  re- 
lating to  how  contracts  are  written  and  what  the  current  law  is.  I 
think  we  are  going  to  have  to  measure  this  with  a  great  deal  of 
caution.  Thank  you,  Mr.  Chairman. 

The  Chairman.  Absolutely.  I  am  with  you.  Ms.  Furse,  do  you 
have  any  statement? 

Ms.  Furse.  No  statement. 

The  Chairman.  Mr.  Johnson. 

Mr.  Johnson.  Thank  you,  Mr.  Chairman.  I  just  think  that  regu- 
latory exclusion  included  in  director  and  officer  liability  insurance 
policies,  I  think,  has  got  to  be  limited  and  I  don't  think  we  ought  to 
try  to  make  insurance  companies  cover  for  things  that  really  aren't 
insurable,  and  in  my  opinion,  D&O  policies  paying  for  regulatory 
action  is  like  mandating  automobile  insurance  to  pay  for  speeding 
tickets  and  I  think  that  is  ridiculous.  So  I  think  that  we  need  to  be 
very  careful  in  discussing  this  issue  and  make  sure  that  we  are  on 
the  right  track  before  we  put  more  Federal  control  over  a  business 
enterprise. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  Thank  you,  Mr.  Johnson. 

We  have  as  our  witnesses,  and  I  want  to  thank  them  for  cooper- 
ating in  a  quick  and  timely  fashion,  Mr.  John  Thomas,  Associate 
General  Counsel,  Legal  Division,  Professional  Liability  Section, 
FDIC;  and  Mr.  'Thomas  Hindes — I  hope  I  pronounce  your  name 
right. 

Mr.  Hindes.  Hindes. 

The  Chairman.  Assistant  General  Counsel,  Professional  Liability 
Section  of  the  RTC.  So  if  there  is  no  objection,  we  will  recognize 
Mr.  Thomas  first.  Mr.  Thomas. 

STATEMENT  OF  JOHN  THOMAS,  ASSOCIATE  GENERAL  COUNSEL, 
LEGAL  DIVISION,  PROFESSIONAL  LIABILITY  SECTION  [PLSl, 
FDIC 

Mr.  Thomas.  Good  morning,  Mr.  Chairman,  members  of  the  com- 
mittee, my  name  is  John  V.  Thomas  and  I  am  an  Associate  Gener- 
al Counsel  in  the  FDIC's  Legal  Division.  I  have  served  as  the  head 
of  the  FDIC's  Professional  Liability  Section  for  over  5  years. 

We  appreciate  the  opportunity  to  appear  before  the  committee  to 
discuss  with  you  some  of  the  important  issues  facing  the  FDIC's 
Professional  Liability  Program. 

I  would  ask  that  my  written  testimony  be  incorporated  in  the 
record  and  that  I  spend  the  next  few  minutes  highlighting  some  of 
the  points  made  in  that  testimony. 

The  Chairman.  Yes,  sir,  without  objection,  that  is  so  ordered. 

Mr.  Thomas.  Thank  you.  To  put  this  matter  in  context,  I  think  it 
is  important  for  all  of  us  to  remember  that  the  FDIC  Professional 
Liability  Section  deals  exclusively  with  failed  banks  and  thrifts. 
While  the  FDIC  is  a  regulator  and  deals  with  open  banks,  the  area 
that  we  are  talking  about  today  deals  exclusively  with  failed  banks. 

Since  1987,  just  over  1,000  banks  have  failed,  while  roughly 
13,000  banks  remain  open.  Thus,  as  a  starting  point,  the  FDIC  Pro- 
fessional Liability  Section  is  dealing  with  the  bottom  6  to  10  per- 
cent of  banks.  Everyone  understands  that  the  bulk  of  directors  and 


officers  of  open  institutions,  the  top  90  percent,  are  responsible 
people  doing  a  responsible  job. 

Directors  and  officers  of  some  failed  institutions  are  also  respon- 
sible people  who  have  done  a  responsible  job.  Much  of  the  work 
that  is  done  by  the  Professional  Liability  Section  and  by  the  inves- 
tigators we  work  with  is  trying  to  sort  out  which  people  did  their 
job  properly  and  which  people  did  it  improperly. 

In  doing  that,  we  apply  a  two-part  test.  Unless  a  claim  passes 
both  parts  of  the  test,  the  FDIC  does  not  bring  suit,  and  these  cases 
are  taken  very  seriously.  Our  board  of  directors  make  the  final  de- 
cision on  whether  we  sue  directors  and  officers  and  other  profes- 
sionals of  failed  banks. 

Two-part  test.  We  bring  suit  if,  and  only  if,  we  believe  there  is  a 
good  claim  on  the  merits  and  the  case  is  likely  to  be  cost  effective. 
Why  a  good  case  on  the  merits?  Simply  put,  we  think  it  inappropri- 
ate to  bring  down  the  force  of  the  government  on  people  who  didn't 
do  anything  wrong  no  matter  how  much  money  could  be  extracted 
from  them.  We  simply  don't  do  that. 

That  doesn't  mean  that  all  the  defendants  agree  that  they  are 
blameworthy.  Certainly,  they  do  not.  We  believe  they  are.  We  be- 
lieve there  is  a  good  case  in  the  merits  or  we  will  not  bring  a  case. 

Second,  we  have  to  expect  to  be  cost  effective.  Why?  Because  it  is 
counterproductive  to  spend  time  and  money  pursuing  people  when 
we  know  we  cannot  recover  anjrthing.  If  a  case  passes  those  two 
standards,  we  proceed.  We  have  sued  20  to  25  percent  of  the  direc- 
tors of  failed  banks  over  the  last  6  or  8  years. 

Seventy-five  percent  of  the  bank  failures  have  not  resulted  in 
suits  by  the  FDIC  because  they — either  there  was  not  a  good  case 
on  the  merits  or  the  case  was  not  likely  to  be  cost  effective.  There 
are  obvious  bases  for  some  of  our  suits:  Fraud,  insider  abuse.  I 
don't  think  anyone  questions  those  cases. 

One  of  the  realities  is  that  the  people  who  are  most  culpable,  the 
people  who  commit  fraud  most  often  have  the  least  money,  so  those 
cases  are  not  cost  effective  to  pursue  or  they  can  be  pursued 
through  a  criminal  restitution  matter.  As  to  the  other  cases,  our 
most  common  case  against  outside  directors  follows  basically  this 
scenario:  The  bank  regulators,  whether  it  is  the  FDIC  or  OCC,  Fed, 
Office  of  Thrift  Supervision,  warns  the  directors.  They  tell  them 
two  things. 

One,  your  bank  has  serious  problems,  and  two,  a  lot  of  those 
problems  are  centered  in  the  lending  function.  You  don't  have  good 
policies,  you  don't  have  good  procedures,  or  the  procedures  you 
have  might  be  fine,  but  they  are  not  being  followed.  You  have  seri- 
ous problems.  You  need  to  take  care  of  these  or  your  bank  is  in 
danger  of  failing. 

The  board  takes  no  actions  that  are  likely  to  be  effective  to  solve 
those  problems.  Either  they  do  nothing  or  they  pay  lip  service  to 
the  problem,  but  don't  act  in  a  way  that  is  likely  to  solve  the  prob- 
lem. 

The  bank  then  fails  1  to  4  years  later.  We  will  consistently  sue 
the  directors  for  failing  to  supervise  lending  during  the  period  from 
the  warning  until  the  failure.  They  were  on  notice  they  had  a  prob- 
lem. They  didn't  respond  as  they  ought  to.  We  will  sue  them  for 
that.  That  is  our  most  common  case  against  outside  directors. 


Since  1987,  the  FDIC  Professional  Liability  Section  has  produced 
net  income  of  over  $1  billion.  We  have  recovered  over  $1  billion  net 
of  our  expenses.  A  principal  source  of  recovery  has  been  directors' 
and  officers'  liability  insurance.  Over  $500  million  in  possible  cov- 
erage is  threatened  by  the  regulatory  exclusion  found  in  directors' 
and  officers'  liability  policies  issued  to  failed  banks  and  to  all  old 
FSLIC  thrifts  which  the  FDIC  also  handles. 

A  comparable  amount  is  at  stake  in  RTC  matters.  What  is  a  reg- 
ulatory exclusion?  The  language  differs  from  policy  to  policy,  but 
the  substance  of  the  exclusion  is,  if  the  FDIC  or  the  RTC  sues  a 
director  or  an  officer  for  their  misconduct,  the  insurance  company 
will  not  pay.  This  despite  the  fact  that  if  the  same  officers  or  direc- 
tors were  sued  for  exactly  the  same  conduct  by  someone  else,  the 
insurance  company  would  pay. 

Prior  to  the  passage  of  FIRREA,  the  FDIC,  and  FSLIC  had  been 
relatively  successful  in  attacking  regulatory  exclusions  on  both 
public  policy  grounds  and  on  other  grounds.  Since  FIRREA,  we 
have  been  relatively  unsuccessful  and  in  the  last  2  years,  very  un- 
successful in  attacking  the  regulatory  exclusion.  Why?  Because  the 
courts  have  held  that  a  provision  in  FIRREA,  section  1821(e)(12), 
which  is  referred  to  in  my  testimony,  is  a  statement  by  the  Con- 
gress that  there  is  no  public  policy  in  favor  of  enforcing  insurance 
in  this  situation. 

We  think  that  is  a  misreading  of  the  statute,  but  that  is  what  the 
courts  have  done  and  we  have  consistently  lost  over  the  last  2 
years. 

The  cases  that  have  been  decided  to  date  have  resulted  in  cover- 
age of  $80  million  being  lost  in  FDIC  cases  alone.  Perhaps  the  most 
obvious  example  of  this  problem  is  a  situation  we  are  familiar  with 
in  which  a  bank  holding  company  purchased  $15  million  in  insur- 
ance for  $12  million  in  premium.  That  policy  included  a  regulatory 
exclusion  and  numerous  other  exclusions. 

The  FDIC  subsequently  sued  the  directors  and  officers  of  failed 
banks  within  that  system,  two  of  the  banks  in  the  system.  The  di- 
rectors and  officers  then  sued  their  insurance  company  seeking 
coverage.  The  court  ruled  there  was  no  coverage.  We  subsequently 
settled  the  case.  The  officers  and  directors  paid  out  of  their  own 
pocket  $22  million  to  settle  that  case.  The  carrier  who  had  received 
a  $12  million  premium  had  been  let  off  from  coverage  for  its  $15 
million  in  coverage. 

In  sum,  we  don't  think  it  makes  sense  for  banks.  We  don't  think 
it  makes  sense  for  bankers.  We  don't  think  it  makes  sense  for  the 
insurance  funds,  and  we  don't  think  it  makes  sense  for  the  Ameri- 
can taxpayer  for  banks  to  spend  large  amounts  of  money  buying 
insurance  policies  that  don't  even  cover  claims  brought  by  the 
FDIC. 

There  is  one  other  issue  I  would  like  to  address  briefly.  That  is 
recent  State  statutes  seeking  to  change  the  standard  of  care  in 
FDIC  suits  brought  against  directors  and  officers. 

Beginning  in  the  mid-1980's,  over  40  States  took  steps  to  insulate 
directors  under  at  least  some  circumstances  from  suits.  Not  just 
from  suits  by  FDIC,  but  suits  generally  based  on  negligence. 
FIRREA,  in  section  1821(k),  established  a  gross  negligence  floor  ba- 


sically  preempting  the  State's  statutes  that  allowed  directors  to 
escape  liability  unless  they  were  reckless  or  willful  or  wanton. 

It  said,  now,  if  you  are  guilty  of  gross  negligence,  you  are  going 
to  be  held  liable  in  an  FDIC  case.  Recently  several  States  have 
tried — have  taken  steps  that  undermine  section  1821(k).  They  have 
done  it  in  two  ways. 

One  way  is  to  redefine  gross  negligence  as  reckless  or  willful  mis- 
conduct. At  least  two  States  have  done  that.  The  other  way  is  to 
apply  different,  more  restrictive  standards  to  suits  brought  by  the 
FDIC  or  RTC  that  are  applied  to  other  cases. 

If  these  statutes  are  allowed  to  stand,  we  will  have  come  full 
circle,  with  directors  and  officers  of  federally  insured  banks  and 
thrifts  immune  from  liability  in  FDIC  and  RTC  suits  absent  outra- 
geous conduct,  while  the  deposit  insurance  funds  and  the  American 
taxpayers  have  to  make  good  the  losses  caused  by  their  gross  negli- 
gence. 

Again,  I  would  like  to  thank  the  chairman  and  the  members  of 
the  committee  for  the  opportunity  to  discuss  this  matter.  I  would 
be  happy  to  respond  to  any  questions. 

[The  prepared  statement  of  Mr.  Thomas  can  be  found  in  the  ap- 
pendix.] 

The  Chairman.  Thank  you. 

Mr.  Hindes,  you  have  a  statement? 

STATEMENT  OF  THOMAS  HINDES,  ASSISTANT  GENERAL 
COUNSEL,  PROFESSIONAL  LIABILITY  SECTION  [PLS],  RTC 

Mr.  Hindes.  Yes,  I  do.  Thank  you,  Mr.  Chairman,  members  of 
the  committee.  I,  too,  would  ask  that  my  written  testimony  be 
made  a  part  of  the  record  of  this  committee. 

The  Chairman.  Without  objection,  it  is  ordered. 

Mr.  Hindes.  I  am  pleased  to  have  been  given  the  opportunity 
this  morning  to  appear  on  behalf  of  the  RTC  to  testify  with  regard 
to  these  two  very  important  issues — the  twin  issues  of  regulatory 
exclusion.  Automatic  terminations  of  D&O  policies  and  bonds  cou- 
pled with  efforts  on  the  State  level  to  insulate  directors  from  liabil- 
ity for  negligence  are  two  of  the  most  important  problems  facing 
the  RTC  Professional  Liability  Program  at  this  time.  The  RTC  has 
existed  for  a  relatively  short  timespan  and  consequently,  this  pro- 
gram has  only  been  in  operation  for  a  little  less  than  4  years.  I  be- 
lieve we  have  put  together  a  very  effective  program  to  pursue 
wrongdoers  responsible  for  the  failure  of  savings  and  loan  institu- 
tions. In  this  less  than  4-year  period  we  have  accumulated  recover- 
ies totaling  nearly  $647  million. 

This  is  a  very  young  program.  We  are  still  in  the  investigative 
stage  with  many  of  our  institutions.  Eighty-five  percent  of  those  re- 
coveries, for  example,  have  occurred  within  the  last  15  months. 

We  presently  have  257  offensive  professional  liability  cases  on 
file;  173  of  these  cases  involve  director  and  officer  claims.  Other 
significant  categories  are:  64  attorney  malpractice  cases,  25  ac- 
countant malpractice  cases,  and  22  bond  cases.  These  total  more 
than  257  because  some  cases  involve  multiple  claims. 

Although  director  and  officer  claims  represent  the  biggest  single 
category  of  our  claims,  they  do  not  represent  the  biggest  recovery 


source  by  far.  Of  the  $647  million  to  date,  only  $83.6  million,  about 
13  percent  of  these  recoveries  have  resulted  from  director  and  offi- 
cer claims. 

One  of  the  primary  reasons,  I  believe,  for  this  discrepancy  is  the 
regulatory  exclusion.  We  continue  to  investigate  or  pursue  claims 
in  128  thrifts  that  had  director  and  officer  liability  policies  encum- 
bered by  a  regulatory  exclusion. 

The  nearly  $580  million  in  coverage  in  these  policies  will  be 
largely  unavailable  as  a  recovery  source  unless  the  trend  of  court 
decisions  that  we  have  been  seeing  after  FIRREA  is  somehow  re- 
versed. There  are  only  20  thrifts  under  the  RTC's  control  with  di- 
rector and  officer  liability  policies  and  open  claims  which  do  not 
have  regulatory  exclusions.  These  thrifts  have  a  total  coverage  of 
$55  million.  So  by  far  the  vast  amount  of  the  insurance  that  would 
be  otherwise  available  to  cover  claims  against  director  and  officers 
is  encumbered  by  regulatory  exclusions. 

We  believe  that  one  of  the  reasons  that  many  of  the  thrift  insti- 
tutions ended  up  purchasing  insurance  that  contained  these  exclu- 
sions is  that  through  the  1980's  there  was  a  process  of  policy  re- 
newals which  ultimately  resulted  in  coverage  being  substantially 
diminished,  numerous  exclusions  being  put  on  the  policies,  premi- 
ums being  raised,  deductibles  being  raised,  perhaps  through  a  proc- 
ess that  did  not  effectively  communicate  to  directors  and  officers 
what  was  happening  to  their  insurance  coverage. 

Let  me  give  you  a  graphic  example  from  one  of  our  cases  that 
illustrates  this  trend. 

One  of  the  thrifts  in  California  where  we  have  a  $70  million  di- 
rector and  officer  claim,  in  1980  through  1983,  had  insurance  in 
effect  that  provided  $10  million  in  coverage  for  each  director  and 
officer.  There  were  no  regulatory  exclusions.  There  were  no  other 
unusual  exclusions. 

The  premium  on  this  policy  was  a  little  under  $20,000  a  year.  In 
1983,  this  policy  was  renewed  in  the  terminology  of  the  insurance 
company,  but  at  this  point  in  time,  the  premium  went  up  by  about 
30  percent.  The  coverage  declined  to  a  total  aggregate  of  $10  mil- 
lion instead  of  $10  million  per  individual,  and  a  regulatory  exclu- 
sion was  placed  in  the  policy.  Then  between  1985  and  1988  there 
was  a  1-year  renewal  each  year  in  this  situation  and  over  this 
series  of  three  1-year  renewals,  the  policy  coverage  declined  to  a 
total  of  $1  million. 

The  premium  increased  to  $95,000  a  year,  and  the  policy  ulti- 
mately contained  20  endorsements  which  restricted  coverage. 

If  you  wade  through  this  bewildering  array  of  endorsements  and 
restrictions  on  coverage,  it  is  difficult  to  see  what  effective  insur- 
ance protection  remained.  It  not  only  excluded  claims  by  regula- 
tory agencies,  it  excluded  claims  that  might  be  brought  by  an  insti- 
tution against  its  own  directors  and  officers  for  negligence. 

It  excluded  claims  that  might  be  brought  by  shareholders  or 
bondholders  who  had  been  misled  into  investing  in  the  institution. 
It  excluded  coverage  based  on  delinquent  loans,  a  fairly  significant 
restriction  in  a  lending  institution.  And  then  it  also  identified  a 
number  of  other  specific  transactions  for  which  there  was  no  cover- 
age. And  for  this  insurance,  they  paid  $95,000  a  year,  almost  five 
times  as  much.  This  is  what  they  originally  paid  for  an  insurance 
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policy  that  would  have  totally  covered  the  claims  in  our  $70  million 
director  and  officer  case. 

We  are  still  litigating  both  with  the  insurers  and  with  the  insti- 
tution's directors  and  officers.  But  I  think  that  it  is  a  graphic  ex- 
ample of  what  was  happening  to  insurance  coverage  during  this 
time  period. 

We  believe  that  the  regulatory  exclusion  is  a  fundamentally 
unfair  term.  It  doesn't  distinguish  between  coverage  based  on  the 
conduct  that  is  involved  by  the  directors  and  officers.  It  simply 
identifies  certain  classes  of  claimants  who  are  not  permitted  to  re- 
cover from  the  insurance  proceeds.  And  since  in  particular  that 
class  of  claimants  is  ultimately  the  American  taxpayer  through  the 
claims  of  the  RTC,  we  believe  that  that  is  an  unfair  restriction  on 
coverage  and  should  be  viewed  to  violate  public  policy. 

At  the  same  time  insurance  coverage  is  being  denied,  our  claims 
are  being  challenged  in  another  way.  As  a  result  of  a  number  of 
court  decisions  that  have  evolved  after  FIRREA  and  as  a  result  of 
the  number  of  restrictive  State  statutes,  what  we  now  find  is  a  con- 
fusing patchwork  of  liability  standards  that  exist  from  State  to 
State  and  may  also  vary  depending  on  whether  the  institution  has 
a  State  or  a  Federal  charter. 

Let  me  give  you  a  hypothetical  situation  that  illustrates  these  in- 
consistent laws. 

Let's  suppose  you  have  three  institutions  which  all  choose  to  par- 
ticipate in  a  lending  transaction  for  an  office  condominium  project. 
None  of  them  do  any  underwriting.  None  of  them  receive  any  in- 
formation with  respect  to  this  project  except  what  is  provided  to 
them  by  a  loan  broker  or  a  lead  lender.  There  is  no  real  economic 
analysis  of  the  viability  of  the  project.  There  is  not  an  effective  ap- 
praisal in  the  package.  There  is  no  information  that  suggests  that 
borrowers  can  repay  the  loan,  not  uncommon  situations  with  par- 
ticipation loans  during  that  era. 

Nevertheless,  all  three  of  these  institutions  loan  $10  million  on 
this  project.  Each  of  them  later  fails,  say  the  loss  suffered  on  each 
is  $8  million  apiece,  $8  million  which  the  taxpayers  ultimately  will 
have  to  pay. 

Two  of  these  institutions,  let's  say,  are  in  State  A.  One  is  federal- 
ly chartered;  one  is  State-chartered.  We  may  find  with  the  federal- 
ly chartered  thrift  that  the  court  would  look  at  the  standard  of 
care  and  say  the  standard  here  is  a  gross  negligence  standard  as 
mandated  by  1821(k)  and  FIRREA.  However,  we  look  to  State  law 
to  define  gross  negligence. 

The  next  court  that  turns  to  the  other  State  thrift,  which  is  a 
State-chartered  thrift,  is  going  to  say,  well,  the  law  of  this  State 
with  respect  to  directors  and  officers  is  a  standard  of  care  based  on 
ordinary  or  simple  negligence.  Therefore,  this  director,  board  of  di- 
rectors, is  going  to  be  judged  by  whether  they  exercised  reasonably 
prudent  conduct  under  the  circumstances. 

The  third  thrift,  let's  say,  is  in  State  B  which  has  enacted  one  of 
these  statutes  that  is  intended  to  protect  directors  and  officers  from 
liability  and  so  the  standard  becomes  gross  negligence  perhaps  as 
defined  in  that  State  statute  as  reckless  or  wanton  misconduct.  So 
we  have  a  situation  which  is  all  completely  possible  in  which  three 
institutions  engage  in  exactly  the  same  conduct,  but  would  result 


in  three  totally  different  legal  principles  being  brought  to  bear  to 
judge  their  conduct. 

If  the  RTC  embarked  on  a  program  whereby  we  judged  the  con- 
duct of  directors  in  California  or  Michigan  differently  from  direc- 
tors in  Texas  or  Wyoming,  we  would  be  justly  criticized  for  that 
kind  of  inconsistency.  This  is  a  national  program.  The  same  tax- 
payer dollars  are  going  out  the  door  in  every  jurisdiction.  The  same 
legal  standards  should  be  applicable  in  all  claims  that  are  brought 
in  this  situation. 

Thank  you  very  much,  Mr.  Chairman.  That  concludes  my  re- 
marks. I  would  welcome  any  questions. 

[The  prepared  statement  of  Mr.  Hindes  can  be  found  in  the  ap- 
pendix.] 

The  Chairman.  Well,  thank  you  very  much,  both  of  you,  for  your 
presentations.  They  were  to  the  point.  I  will  ask  this  question  for 
either/or  both  of  you.  American  International  Group,  which  is  rep- 
resented by  a  witness  on  today's  second  panel,  raised  some  ques- 
tions about  the  constitutionality  of  congressional  action  that  would 
invalidate  regulatory  exclusion. 

The  question  is:  One,  how  would  you  counter  the  argument  that 
congressional  action  to  avoid  regulatory  exclusions  would  be  uncon- 
stitutional; and  second,  what  are  the  chances  that  the  legislative 
language  you  proposed  today  would  be  challenged  on  constitutional 
grounds? 

Mr.  Thomas.  If  the  statute  were  adopted  in  a  way  to  make  it  ret- 
roactive, I  assume  that  it  would  be  challenged  on  constitutional 
grounds.  I  think  there  is  a  strong  argument  that  we  would  succeed 
in  upholding  its  retroactive  effect  if  the  language  were  written  to 
do  that. 

In  fact,  I  think  that  many  of  the  policies  at  issue,  if  not  most  of 
them,  were  written  at  a  time  when  we  were  winning  the  regulatory 
exclusion  cases  and  the  insurance  carriers  were  well  aware  that  we 
would  challenge  the  exclusion.  We  might  very  well  win  it. 

We  think  that  what  would  really  be  done  here  is  a  clarification 
of  congressional  intent,  a  clarification  of  public  policy,  and  so  we 
are  not  changing  the  law  retroactively.  But  we  do  recognize  there 
is  a  risk  insofar  as  we  apply  it  retrospectively.  Prospectively,  I 
simply  don't  see  an  issue. 

Mr.  Hindes.  At  the  time  these  policies  were  written,  as  Mr. 
Thomas  suggests,  we  were  routinely  arguing  that  this  term  violat- 
ed public  policy.  FIRREA,  by  in  effect  announcing  at  best  a  neu- 
trality on  this  public  policy,  has  effectively  eliminated  our  ability 
to  make  this  argument. 

We  believe  that  simply  by  reiterating  what  we  think  should  have 
been  the  public  policy  and  was  the  public  policy  would  not  be  a 
truly  retroactive  impairment  of  contracts. 

The  Chairman.  I  thank  you  very  much.  I  think  that  is  very 
clear.  In  my  own  mind,  I  certainly  agree.  I  think  the  question  is 
the  policy  clarification  and  that,  of  course,  is  the  basic  congression- 
al responsibility. 

We  are  supposed  to  be  the  policymaking  body.  Another  thing,  it 
is  well  known  that  thrifts  and  banks  in  Texas  were  responsible  for 
the  greatest  relative  losses  in  the  recent  banking  crisis. 
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Let  me  say  this,  that  when  attempts  were  made  here  and  on  the 
House  floor  to  begin  tax  responsibility  on  States  such  as  Texas  for 
those  losses,  I  was  the  one  that  said,  well,  first  it  wouldn't  be  con- 
stitutional, but  when  I  see  the  State  legislature  in  Texas  adopting 
statutes  such  as  it  has  to  take  further  undue  privileges,  and  I  know 
because  I  had  a  deal  with  the  Dallas  Home  Loan  Bank  Board  all 
those  years  before  FIRREA,  the  incestuous  relationship,  the  self- 
serving,  the  still  billions  of  dollars  we  have  to  mandate  paid  out 
because  of  the  deals  made  on  the  consignment,  management  con- 
signment deals  and  others  by  the  Dallas  Home  Loan  Bank  Board 
and  10-year  contracts  that  they  would  be  insured  forever  and  a  day 
to  draw  their  money  at  2.5  percent  below  market  and  all  of  that 
left  a  big,  big  liability. 

In  fact,  in  the  last  two  HUD  Appropriation  bills — well,  the  time 
before — the  year  before  last  and  last  year,  you  had  an  average  of 
$20  billion  mandated  incidentally  also  by  FIRREA  that  automati- 
cally had  to  be  paid  out  to  discharge  that  obligation.  So  I  am  dis- 
gusted. But  now  Texas  and  other  States  have  led  the  way  in  adopt- 
ing lower  standards  of  care  for  officers  and  directors  of  State-char- 
tered depository  institutions. 

One,  how  do  State  efforts  to  lower  standards  of  conduct  for  offi- 
cers and  directors  of  State-chartered  depositories  affect  your  ability 
to  collect  on  claims  against  those  persons?  And,  of  course,  I  think 
your  testimony  has  brought  out  that  that  is  a  problem.  And  is  it 
possible  to  provide  a  ballpark  dollar  figure  on  how  the  decision  of 
Texas  and  the  other  States  has  affected  recoveries  from  officers' 
and  directors'  claims  in  these  States?  And  if  you  wish,  you  can  give 
us  that  for  the  record,  unless  you  have  a  dollar  figure. 

Mr.  Thomas.  I  don't  think  we  have  a  dollar  figure,  and  I  am  not 
sure  that  it  would  be  possible  for  us  to  construct  one.  We  will  look 
at  whether  it  is  possible  to  do  that.  I  think  that  would  be  very  diffi- 
cult. 

The  Chairman.  I  will  be  grateful  if  you  would,  and  if  you  could 
give  us  some  kind  of  an  estimate  for  the  record  later  on. 

My  time  is  expired. 

Mr.  Leach. 

Mr.  Leach.  Isn't  it  true  that  you  have  the  power  to  require  insti- 
tutions to  have  insurance  in  the  first  instance?  In  the  second  in- 
stance, to  require  that  that  insurance  be  without  a  regulatory  ex- 
clusion? 

Mr.  Thomas.  There  is  no  specific  statutory  provision  either  pro- 
hibiting or  authorizing  the  FDIC  to  require  directors'  and  officer's 
liability  insurance  and  the  same  is  true  of  the  other  regulators. 
There  is  specific  statutory  authority  allowing  the  FDIC  to  purchase 
a  banker's  blanket  bond  or  fidelity  bond  for  a  bank  if  the  bank 
doesn't  have  one. 

I  think  the  experience  of  FSLIC  in  mandating  the  terms  of  bank- 
ers' blanket  bonds  is  instructive  in  terms  of  whether  it  would  be 
useful  for  the  regulators  to  require  a  specific  type  of  insurance. 
They  require  the  specific  form  of  bankers'  blanket  bond  for  a  few 
years  in  the  late  1980's.  A  lot  of  banks — a  lot  of  thrifts,  rather, 
simply  couldn't  buy  it.  They  couldn't  find  anybody  who  would  sell 
it  to  them. 
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Some  others,  and  the  ones  I  am  most  famihar  with,  happen  to  be 
in  Texas,  but  I  am  not  sure  whether  it  was  simply  a  Texas  phenom- 
ena, essentially  created  a  captive  insurance  company  for  the  pur- 
pose of  writing  a  piece  of  paper  which  said  it  was  a  bond,  but  what 
they  did  was  they  paid  fees  to  them.  They  paid  fees  to  other  people 
and  they  secured  the  bond  with  their  own — the  bank's  own  assets 
up  to  110  percent  of  the  bond.  So  if  there  was  ever  a  claim,  they 
would  have  to  pay  out  110  percent  of  the  claim  through  their  own 
assets.  So  mandating  insurance  that  the  market  will  not  provide 
doesn't  work. 

Another 

Mr.  Leach.  I  want  to  stop  you  right  there,  Mr.  Thomas. 

There  are  such  things  as  fraudulent  kinds  of  arrangements  that 
can  be  contrived  and  the  government  can  devise  rules  and  regula- 
tions against  them.  One  of  the  defenses  insurance  companies  do 
have  in  this  area  is  the  argument  that  a  contractual  relationship 
exists.  It  is  hard  for  the  government  to  override  that,  especially  in 
a  retroactive  way. 

But  in  dealing  with  the  future,  as  you  know,  when  we  are  look- 
ing at  deposit  insurance  in  general,  one  of  the  arguments  is  that 
there  shouldn't  be  Federal  deposit  insurance  and  to  let  the  market 
define  what  the  right  insurance  rates  would  be. 

Intriguingly  here,  if  the  government  requires  liability  insurance 
for  directors  and  officers  and  if  no  one  is  willing  to  write  it  for  a 
particular  institution,  then  that  is  a  pretty  strong  signal  to  the 
Federal  Government  or  to  a  State  regulator  that  something  may  be 
askew  at  that  institution.  It  may  be  a  more  interesting  signal  than 
almost  any  other  signal  that  could  be  developed,  partly  because 
D&O  insurance  also  goes  at  character  issues,  as  well  as  the  whole 
issue  of  what  may  be  a  capital  ratio  in  the  abstract.  It  strikes  me 
that  you  are  seeking  a  legislative  remedy  for  something  that  could 
be  done  administratively. 

Second,  you  are  seeking  a  legislative  remedy  that  is  retroactive 
and  you  raise  concerns  based  upon  some  experience  you  had.  I 
would  only  stress  that  the  concern  isn't  precisely  new — more  im- 
portantly the  timeframe  isn't  precisely  analogous. 

By  the  end  of  this  year,  if  Congress  acts  this  week  to  fund  the 
final  S&L  circumstance,  suddenly  we  have  a  very  solvent  American 
financial  industry,  both  savings  and  loans  and  commercial  banks. 
We  will  have  put  behind  us  most  of  the  really  irrational  circum- 
stances. So,  obviously,  if  one  were  an  insurance  company  looking  at 
an  S&L  that  looked  pretty  insolvent  3  years  ago,  it  isn't  as  if  one 
would  eagerly  take  on  an  obligation. 

On  the  other  hand,  in  very  short  order,  we  are  going  to  be  look- 
ing at  an  industry  that  looks  very  powerful.  We  will  be  looking  at  a 
regulatory  climate  that  looks  pretty  decently  prudential.  There 
should  be  no  reason  that  at  some  market  price  there  shouldn't  be 
credible  insurance  available.  The  reason  I  raise  this  is,  isn't  there 
quite  conceivably,  under  the  powers  that  you  currently  have,  a  reg- 
ulator remedy  to  this  problem  that  you  have  thrown  up  your  arms 
about  in  understandable  exasperation  over  the  last  5  or  6  years? 

Mr.  Thomas.  I  think  it  is — I  can't  give  you  a  definitive  answer, 
but  we  have  looked  at  the  issue.  We  think  probably  the  four  regu- 
latory agencies  could  impose  regulations.  Probably  the  form,  if  it 
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was  going  to  be  done  that  way,  would  be  to  say,  if  you  are  going  to 
buy  a  directors'  and  officers'  insurance  policy  using  the  banks' 
funds,  it  cannot  include  a  regulatory  exclusion,  rather  than  man- 
dating coverage. 

Mr.  Leach.  Sure.  I  think  that  is  reasonable,  and  might  be  a  rea- 
sonable remedy  here.  I  just  wanted  to  make  one  clarification.  You 
noted  that  you  had  about  $600  million  in  recoveries.  Isn't  about 
two-thirds  of  that  associated  with  one  institution,  Lincoln? 

Mr.  HiNDES.  Two-thirds  associated  with  Lincoln? 

Mr.  Leach.  I  understood  Lincoln  is  about  $400  million,  isn't  that 
right? 

Mr.  Hindes.  $400  million?  No.  The  recoveries  on  Lincoln  would 
be,  just  going  from  memory  here,  would  be  something  under  $200 
million. 

[The  following  information  was  subsequently  received:] 

As  of  October  31,  1993,  the  Resolution  Trust  Corporation  had  received  $172.19  mil- 
lion in  payments  with  respect  to  Lincoln  claims.  Total  settlements  and  judgments 
up  to  that  date  for  all  RTC  professional  liability  claims  have  resulted  in  payments 
totaling  $646.9  million.  Thus,  the  Lincoln  total  represents  26.6  percent  of  this  over- 
all total. 

Mr.  Leach.  So  one-third  rather  than  two-thirds.  Interesting. 

Mr.  Hindes.  Yes. 

Mr.  Leach.  I  appreciate  that  perspective  and  am  sympathetic  at 
the  dilemma  you  have,  but  I  must  say,  there  is  a  great  deal  of  awk- 
wardness for  Congress  under  a  common  law  tradition  to  change  a 
contract  whether  or  not  the  contract  should  have  been  written  that 
way  in  the  first  place,  especially  to  go  retroactively. 

I  mean,  you  are  asking  an  awful  lot  of  a  body  of  lawmakers,  and 
it  strikes  me,  then,  as  you  look  to  the  future,  that  there  may  be 
remedies  that  aren't  precisely  of  a  statutory  dimension  to  a  very 
legitimate  problem  that  I  think  has  clearly  surfaced.  So  I  just  raise 
that  in  terms  of  how  we  may  or  may  not  want  to  look  at  this. 

Thank  you,  sir. 

Mr.  Hindes.  If  I  could  add  from  the  perspective  of  the  RTC,  since 
we  are  not  a  regulatory  agency  with  respect  to  open  institutions, 
OTS  perhaps  could  embark  on  that  kind  of  a  program,  but  that 
would  really  do  nothing  to  change  the  picture  with  respect  to  RTC 
claims  against  failed  thrifts. 

Mr.  Leach.  That  is  a  good  point.  Thank  you. 

The  Chairman.  I  would  like  to  place  in  the  record  at  this  point, 
following  Mr.  Leach's  questioning,  the  report  on  directors'  and  offi- 
cers' liability  insurance  and  depository  institution  bonds  pursuant 
to  section  220(b)3  of  the  Financial  Institution  Reform,  Recovery  and 
Enforcement  Act  of  1989  dated  September  13,  1991  in  which,  Mr. 
Leach,  the  Bush  administration  recommends — recommended  and 
wanted  done  what  I  would  like  to  see  done  now. 

It  says  the  Treasury  Department  generally  agrees  with  the  con- 
clusion of  this  report,  and  so  forth. 

So  we  will  put  that  in  the  record  to  explain  the  immediate  past 
administration  favored  this  change. 

Mr.  Kennedy. 

Mr.  Kennedy.  Thank  you,  Mr.  Chairman.  Mr.  Chairman,  first  of 
all,  I  want  to  thank  you  for  holding  this  important  hearing  and  as 
you  know,  we  have  both  worked  hard  together  to  deal  with  some  of 
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the  issues  pertaining  to  the  statute  of  limitations  concerns  on  the 
RTC. 

The  Chairman.  Yes.  You  know  us  Irishmen  have  got  to  stick  to- 
gether. 

Mr.  Kennedy.  Listen,  I  think  the  Mexicans  and  the  Irish  are 
going  to  be  working  a  lot  closer  together  after  tonight,  Mr.  Chair- 
man, but  in  any  event,  I  am  hoping  that  the  efforts  will  be  made 
with  regard  to  the  statute  of  limitations  and  will  come  to  fruition 
this  week  due  to  the  conference  that  is  scheduled  with  the  Senate. 
And  I  am  obviously  just  dismayed  to  hear  that  the  insurance  com- 
panies have  apparently  rigged  the  laws  to  assure  themselves  insu- 
lation from  the  liability  to  the  Federal  Government. 

One  consumer  group  estimates  that  the  taxpayers  would  have  as 
much  as  $1  billion  at  risk  because  of  the  recoveries  that  might  be 
provided  that  normally  would  have  come  from  insurers  and  the  di- 
rectors and  officers. 

I  would  like  to  work  with  you,  Mr.  Chairman,  to  correct  these 
inequities.  I  wonder  if  our  witnesses  could  just  maybe  explain  a 
little  bit  about  some  of  the  history  of  this  issue.  I  don't  know  if  you 
are  familiar  with  what  the  record  of  your  agencies  might  have 
been  prior  to  FIRREA  versus  post-FIRREA. 

Has  the  ability  of  your  organizations  to  deal  with  regulatory  ex- 
clusions changed  dramatically  as  a  result? 

Mr.  Thomas.  Yes.  We  went  back  and  tried  to  reconstruct  the  his- 
tory and  in  7  of  the  10  cases  that  we  had  litigated  prior  to  FIRREA 
involving  the  regulatory  exclusion,  we  won.  The  regulatory  exclu- 
sion was  knocked  out  as  a  violation  of  public  policy  as  ambiguous, 
or  on  some  other  ground. 

In  the  last  year,  we  have  litigated,  I  believe,  eight  cases  or  there 
have  been  decisions  in  eight  cases.  We  have  lost  seven  of  them  and 
the  eighth  is  one  in  which  the  suit  was  brought  by  stockholders 
before  the  institution  closed  and  the  court  said,  basically  it  would 
be  absurd  to  say  there  is  no  coverage  when  the  FDIC  takes  over 
that  lawsuit. 

We  have  had  at  least  one  case  in  which 

Mr.  Kennedy.  Who  said  that? 

Mr.  Thomas.  The  District  Court  said  it  would  be  absurd  to  deny 
coverage  in  that  case.  We  have  had  another  case  with  essentially 
the  same  facts.  The  suit  was  brought  before  the  institution  failed. 
We  took  it  over  and  the  court  ruled  there  was  no  coverage. 

Mr.  Kennedy.  And  in  your  opinion,  was  there,  in  fact,  an  abroga- 
tion of  responsibility  by  the  directors  in  those  cases? 

Mr.  Thomas.  Absolutely,  or  we  wouldn't  have  sued,  yes. 

Mr.  Kennedy.  What  about  you,  Mr.  Hindes? 

Mr.  Hindes.  I  would  add,  of  course,  the  RTC  has  no  track  record 
pre-FIRREA,  but  since  FIRREA  we  have  14  cases  that  have  been 
decided  involving  challenges  based  on  a  regulatory  exclusion.  We 
have  lost  10  of  those  cases.  Of  the  four  that  we  have  won,  in  two  of 
them  we  were  able  to  get  a  court  in  Colorado  to  hold  that  the  regu- 
latory exclusion  violated  the  public  policy  of  Colorado. 

In  the  other  two  cases  we  were  able  to  establish  that  the  effec- 
tive notice  of  the  change  in  the  policy  had  not  been  communicated 
to  the  directors.  So  there  was  really  a  nonrenewal  of  a  previous 
policy. 
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Mr.  Kennedy.  Mr.  Chairman,  I  wonder  if  it  might  be  possible  to 
ask  the  gentlemen  to  submit  for  the  record  a  brief  description  of 
those  cases.  I  would  like  to  gain  a  better  understanding  of  exactly 
how  strong  these  abuses  really  are. 

The  Chairman.  Gentleman,  for  the  record,  if  you  can  provide  it. 

[The  information  referred  to  can  be  found  in  the  appendix.] 

Mr.  Kennedy.  Another  question  I  have  is  whether  or  not  these 
provisions  actually  have  a  perverse  effect  of  discouraging  good 
people  from  serving  on  the  board  of  these  institutions  because  of 
the  liabilities  that  might  be  generated  because  they  can't  purchase 
insurance.  Is  that  an  issue  at  all? 

Mr.  Hindes.  It  would  seem  that  that  should  be  an  issue.  Certain- 
ly, as  someone  who  drives  an  automobile,  for  example,  I  certainly 
wouldn't  want  to  drive  my  automobile  without  insurance,  even 
though  there  is  exposure  to  suits  for  negligence.  It  would  be  diffi- 
cult to  think  that  individuals  would  be  encouraged  to  serve  on 
boards  of  directors  if  they  didn't  have  any  effective  insurance  cov- 
erage. 

Mr.  Thomas.  There  is  a  corollary  argument  which  is  at  times 
made  by  both  bankers  and  insurance  companies,  which  is  if  they 
don't — if  directors  don't  have  some  kind  of  directors'  and  officers' 
liability  insurance,  they  won't  be  inclined  to  serve,  and  we  certain- 
ly can't  discount  that. 

Directors  and  officers  ought  to  be  concerned  about  that.  Howev- 
er, when  you  have  an  insurance  policy  which  has  a  regulatory  ex- 
clusion in  it,  particularly  with  an  ailing  bank,  what  the  insurance 
company  is  saying  is  the  risk  of  being  sued  by  the  FDIC  is  too  big 
for  us  to  insure. 

We  will  insure  the  little  risks,  but  we  won't  insure  that  one  be- 
cause it  is  too  big.  A  director  who  concludes  that  insuring  against — 
having  insurance  against  the  little  risk  gives  them  a  lot  of  comfort, 
but  not  insurance  against  the  big  risk  is  OK.  I  don't  think  this  di- 
rector understands  very  much  about  what  he  is  doing.  So  I  don't 
think  insurance  with  a  regulatory  exclusion  should  encourage  di- 
rectors to  serve. 

Mr.  Kennedy.  I  very  much  appreciate  your  answers  and  I  would 
very  much  like  to  get  a  synopsis.  You  don't  have  to  write  me  five 
pages  on  each  case,  but  a  little  paragraph  that  gives  a  brief  descrip- 
tion of  what  has  happened.  It  would  be  very,  very  helpful.  Thank 
you  very  much. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  Mr.  Johnson. 

Mr.  Johnson.  Thank  you,  Mr.  Chairman.  I  note  in  this  document 
that  you  entered  into  the  record,  Mr.  Chairman,  that  the  Bush  ad- 
ministration discussed  the  issue,  but  talked  about  a  concern  with 
institutions  that  were  troubled,  but  viable,  not  institutions  that 
were  strong  or  about  to  be  closed  or  already  closed.  So  there  is  a 
quid  pro  quo  there  that  doesn't  affect  everybody,  and  I  think  that  it 
is  important  that  we  look  at  that. 

I  note  in  the  comments  by  the  RTC  representative  that  he  did 
indicate  that  the  Congress,  in  their  ultimate  wisdom  of  FIRREA, 
has  been  adjudged  by  a  court  decision,  specifically  Fidelity  and  De- 
posit Company  of  Maryland  v.  Connor,  that  the  Congress  was  neu- 
tral on  the  issue  in  FIRREA,  according  to  that  decision,  and  you 
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did  say  that,  but  it  wasn't  emphasized,  so  I  think  that  needs  to  be 
brought  out  as  well. 

I  would  also  like  to  ask  you  in  the  case  of  the  RTC,  your  reports 
to  us  through  the  first  6  months  of  this  year  indicated  that  you  re- 
covered only  around  $110  million,  but  spent  about  $190  million  to 
get  that.  If  that  is  true,  how  can  you  say  you  are  recovering  a  net 
and  in  the  case  of  the  FDIC,  you  indicated  you  had  recovered  over 
$1  billion. 

Does  that  include  outside  legal  expense  as  well  as  internal? 

Mr.  Thomas.  In  the  FDIC  issue,  we  spent  approximately — over 
the  last  7  years,  approximately  $365  million  on  outside  counsel 
costs,  approximately  $109  million  on  internal  costs,  the  Profession- 
al Liability  Section  and  the  investigators  for  a  total  of  about  $465 
million  and  have  recovered  $1.8  billion.  So  the  answer  is,  yes,  it  in- 
cludes all  of  our  costs  and  our  ratio  has  been  just  under  4  to  1  over 
that  full-time  period. 

Mr.  Johnson.  Thank  you.  Well,  how  about  the  case  of  the  RTC. 

Mr.  HiNDES.  I  am  not  familiar  with  the  report  to  which  you  are 
referring  where  the  recoveries  were  said  to  be  a  little  over  $100 
million.  The  RTC  Professional  Liability  Program  prepares  what  we 
call  our  facts  sheet  every  month  which  we  submit  to  the  Senate 
Banking  Committee,  among  others. 

I  have  the  facts  sheet  in  front  of  me  for  the  period  ending  Octo- 
ber 31,  1993,  and  it  shows  total  cash  recovery  of  $646,948,000. 

Mr.  Johnson.  What  did  you  spend  to  get  that? 

Mr.  HiNDES.  The  total  that  we  have  spent  since  the  inception  of 
the  RTC  to  date  is  just  a  little  over  $250  million  in  outside  counsel 
fees. 

Mr.  Johnson.  Internal  or  outside? 

Mr.  HiNDES.  We  have  not  attempted  at  this  point  to  make  a  pre- 
cise calculation  of  internal  costs.  There  are  efforts  under  way  to — I 
guess  there  are  issues  with  respect  to  the  way  it  is  coded  in  time 
and  attendance  records  that  will  require  some  reconstruction  of  old 
records  to  come  up  with  a  precise  number. 

You  could  look  at  the  FDIC's  numbers  and  they  have  had  a 
larger  number  of  people  devoted  to  this  program  than  the  RTC  has 
and  if  their  number  is  a  little  over  $100  million  for,  I  guess  it  is  a 
7-year  period,  then  you  would  have  to  assume  that  our  number  was 
proportionately  smaller. 

Our  recovery  ratio  is  not  as  good  at  this  point  in  time  because  we 
are  a  young  program.  Our  program  really  didn't  get  under  way 
until  the  beginning  of  1990.  Eighty-five  percent  of  our  recoveries 
have  been  in  the  last  IVz  years.  I  think  the  curve  will  continue  to 
swing  up  and  we  will  ultimately  show  the  same  kind  of  ratios  at 
least  as  the  FDIC. 

Mr.  Johnson.  But  you  are  tr5dng  to  tell  me — I  think  what  you 
said  was,  you  don't  know  how  much  your  internal  legal  department 
costs? 

Mr.  HiNDES.  I  can't  give  you  a  precise  number  on  that.  It  certain- 
ly would  not  be  as  much  as  the  FDIC's  number  because  we  haven't 
had  as  many  employees  in  this  program. 

Mr.  Johnson.  But  you  do  track  the  costs,  do  you  not? 

Mr.  HiNDES.  We  do  track  all  of  the  external  costs  and  that  has 
been  a  little  over  $250  million  to  date. 
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Mr.  Johnson.  My  point  is  you  can't  tell  us  what  the  cost  of  inter- 
nal law  is. 

Mr.  HiNDES.  I  can't  give  you  a  precise  dollar  amount  on  that. 

Mr.  Johnson.  Can  your  comptroller  tell  us  that. 

Mr.  HiNDES.  As  I  previously  said,  we  are  working  on  a  recon- 
struction of  that.  I  don't  know  whether  they  could  tell  you  today  or 
tomorrow,  but  that  project 

Mr.  Johnson.  Mr.  Chairman,  it  dawns  on  me  that  that  has  been 
our  problem  with  the  RTC  all  along.  They  can't  tell  us  what  the 
cost  of  operation  is  anywhere  in  their  operation. 

The  Chairman.  If  the  gentleman  will  yield  to  me. 

Mr.  Johnson.  Yes,  sir. 

The  Chairman.  The  gentleman  may  be  a  little  bit  unfair  there 
because  I  think,  if  I  interpret  Mr.  Hindes'  answer;  that  he  can't  tell 
you  precisely  right  now  other  than  generally  it  wouldn't  amount  to 
the  costs  entailed  in  FDIC  because  they  haven't  been  involved  that 
long,  but  internal  costs  are  easily  ascertainable  if  you  give  them  a 
chance  to  go  back  and  check  on  the  payroll  and  everything  else  for 
their  legal — and  I  guess  that  can  be  provided  for  the  record. 

Mr.  Johnson.  Thank  you. 

Mr.  Hindes.  Mr.  Chairman,  we  will  pursue  that  and  provide  for 
the  committee's  records. 

The  Chairman.  Fine. 

Mr.  Hindes.  Thank  you,  Mr.  Chairman. 

The  Chairman.  Mr.  Klein. 

Mr.  Klein.  Thank  you  very  much,  Mr.  Chairman,  and  I  thank 
the  chairman  for  conducting  this  hearing. 

Mr.  Thomas,  your  desire  to  have  some  change  in  the  regulatory 
exclusion,  I  understand  what  your  desire  is,  but  why  couldn't  you 
limit  that  to  a  policy  going  forward  rather  than  retroactively? 

Mr.  Thomas.  It  could  be  limited  to  a  policy  going  forward.  We 
think  that  it  would  be  very  much  preferable  to  do  it — we  think  it  is 
a  clarification  of  what  the  law  was  in  1989.  We  think  it  is  a  clarifi- 
cation which  is  needed  to  restore  us  to  where  we  were  in  1989. 

Mr.  Klein.  How  could  there  be  a  clarification  if  the  courts  have 
interpreted  FIRREA  as  expressing  a  congressional  intent  to  be  neu- 
tral on  this  issue?  Do  you  agree  that  FIRREA  meant  that  we  were 
to  be  neutral? 

Mr.  Thomas.  I  believe  that  the  language  that  was  inserted  was 
intended  to  have  exactly  that  effect. 

Mr.  Klein.  OK.  If  that  is  so,  then  how  could  we  have  a  new 
intent  5  years  later? 

Mr.  Thomas.  What  the  courts  have  read  is  they  have  said  by 
saying  directors'  and  officers'  liability  insurance  policies  and  bank- 
ers' blanket  bonds  will  be  treated  differently  from  all  other  con- 
tracts. Congress  is  saying  that  there  is  no  desire.  There  is  no  public 
policy  that  Congress  thinks  needs  to  be  pushed  to  ensure  that  we 
can  collect  under  these  policies. 

They  then  take  the  next  step,  which  is  unless  Congress  has  ar- 
ticulated a  clear  public  policy  in  an  area  where  they  have  spoken 
to  some  degree,  we,  the  courts,  will  conclude  there  is  no  public 
policy  in  favor  of  it.  It  is  that  second  step  which  is  the  problem. 

Mr.  Klein.  You  see  what  troubles  me,  it  may  be  very,  very  good 
public  policy  to  require  that  banks  have  insurance  that  does  not 
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contain  a  regulatory  exclusion.  It  may  be  very  good  public  policy  to 
in  some  way  require  that  such  policies  be  available  prospectively, 
but  it  bothers  me  very  much — I  have — I  am  sort  of  maybe  some- 
what old  fashioned  about  the  sanctity  of  a  contract,  but  if  you  have 
a  contract  to  say  retroactively  we  are  going  to  make  it  into  a  differ- 
ent contract,  aren't  you  troubled  by  that? 

Mr.  HiNDES.  The  neutrality  that  was  expressed  in  FIRREA 
should  not  be  viewed  in  our  judgment  as  a  barrier  to  now  moving 
off  of  that  neutrality,  and  saying  that  this  is,  in  fact,  a  violation  of 
the  public  policy  that  should  accompany  these  types  of  contracts. 

Mr.  Klein.  It  does  change  the  contract,  doesn't  it? 

Mr.  Thomas.  That  is  one  of  the  real  issues  and  I  think  that  you 
have  identified  a  very  important  and  very  principled  argument 
here  as  to  whether  we  ought  to  make  this  sort  of  change  on  a  retro- 
active basis. 

Mr.  ScHUMER.  Will  the  gentleman  yield? 

Mr.  Klein.  Yes. 

Mr.  ScHUMER.  Go  ahead.  I  didn't  want  to  cut  you  off. 

Mr.  Thomas.  When  the  provisions  were  written,  I  was  involved 
in  some  of  the  discussions  in  writing  these  provisions  and  particu- 
larly in  the  writing  the  savings  clause,  and  some  of  the  legislative 
history  reflects  that  the  intent  was  to  let  the  courts  continue  to 
decide  the  public  poUcy  question  based  on  existing  cases,  and  at 
that  point  we  were  winning  two-thirds  of  the  cases. 

The  court's  conclusion  was,  no,  we  are  not  going  to  do  that.  We 
are  going  to  say  we  won't  continue  to  apply  the  law  as  it  evolved 
up  to  August  9,  1989.  We  are  going  to  say  as  of  that  date  there  is 
no  longer  a  public  policy  in  favor  of  enforcing  these.  And  so  what 
really  happened,  and  I  don't  think  anyone  in  Congress  intended  it, 
certainly  no  one  that  I  was  involved  with  intended  it,  was  that  the 
law  was  changed  retroactively  at  this  point. 

What  we  are  trying  to  do  is  to  change  it  back.  Now,  I  would  note 
that  there  is  a  gap  of  4  years  in  there  where  one  can  make  a  some- 
what different  argument. 

Mr.  ScHUMER.  And  would  the  gentleman  yield? 

Mr.  Klein.  I  do  yield. 

Mr.  ScHUMER.  I  appreciate  the  chairman's  indulgence  because 
some  of  my  bills  are  being  marked  up  in  the  Judiciary  Committee 
so  I  have  to  be  there,  but  I  want  to  lend  my  support  to  the  gentle- 
man from  New  Jersey's  remarks.  You  folks  have  been  given  a  mis- 
sion to  recover  as  much  money  as  possible. 

We  all  gave  you  that  mission,  but  there  are  limits,  there  are  con- 
stitutional limits  and  there  are  limits  of  due  process,  and  it  seems 
to  me  that  in  certain  areas  your  agencies  have  gone  beyond  what 
they  should.  In  another  area  which  we  addressed  in  the  bill  where 
you  go  in  and  freeze  the  assets  and  say  surrender  before  there  is  a 
trial,  that  was  overboard.  That  was  not  you,  but  that  was  another 
one  of  your  sister  agencies 

The  Chairman.  "The  Chair  will  announce  that  we  have  about  1 
minute  to  vote. 

Mr.  Schumer.  I  just  want  to  say  that  I  think  retroactivity  should 
be  dealt  with  very,  very,  very  carefully  and  particularly  on  a  negli- 
gence standard  going  back  retroactively  no  matter  how  the  courts 
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interpreted  it.  This  Congress  ought  to  be  darn  careful  before  it  says 
it  can  do  that. 

The  Chairman.  If  the  gentleman  will  return,  I  will  hold  the  wit- 
ness, because  my  record  shows  that  the  gentleman  is  one  of  the  au- 
thors of  the  amendment  that  changed  that  policy. 

Mr.  ScHUMER.  I  know  that,  but  I  am  saying  my  intent  was — the 
intent  at  least  by  my — my  intent  was  different  than  what  these 
gentlemen  are  interpreting  it  to  be,  especially  after  a  4-year  hiatus. 

The  Chairman.  Then  if  that  is  the  case,  there  is  no  use  holding 
you  gentlemen.  We  will  have  some  questions  we  will  submit  in 
writing  to  you,  and  there  will  be  some  other  members  that  will 
likewise  submit  questions  in  writing  and  I  want  to  thank  you  very 
much  and  applaud  your  very  efficient  efforts  and  straightforward 
and  honest  attempts  to  discharge  the  public  duty  and  defend  the 
besieged  taxpayer  as  he  continues  to  be. 

We  are  still  not  out  of  the  woods,  out  of  this  mess,  but  it  isn't 
perceived  this  way  generally  in  the  media,  but  time  will  show  and 
therefore  this  is  very  important.  So  thank  you  very  much,  gentle- 
men. And  we  will  stand  in  recess  for  about  10  minutes  or  less  and 
come  back. 

[Recess.] 

The  Chairman.  The  committee  will  please  come  to  order.  We 
would  like  to  move  on  and  hear  from  the  second  panel,  which  con- 
sists of  Mr.  David  Baris,  executive  director  of  the  American  Asso- 
ciation of  Bank  Directors;  Ms.  Lena  Mkhitarian,  senior  vice  presi- 
dent, National  Union  Fire  Insurance  Co.,  of  Pittsburgh,  Pennsylva- 
nia, and  the  American  International  Group,  accompanied  by  Mr. 
Larry  Simms,  partner  of  Gibson,  Dunn  &  Crutcher;  Ms.  Susannah 
Goodman,  legislative  advocate  of  the  Public  Citizens  Congress 
Watch. 

If  there  is  no  objection,  the  Chair  will  recognize  you  in  the  order 
that  we  introduced  you.  We  want  to  thank  you  in  advance  for  re- 
sponding to  your  invitation  in  quick  fashion  because  it  was  a 
rather  fast  arrangement  here. 

So  if  there  is  no  objection,  we  will  recognize  Mr.  Thomas — I  beg 
your  pardon.  Mr.  Baris. 

STATEMENT  OF  DAVID  BARIS,  EXECUTIVE  DIRECTOR,  AMERICAN 
ASSOCIATION  OF  BANK  DIRECTORS 

Mr.  Baris.  Thank  you,  Mr.  Chairman,  and  members  of  the  com- 
mittee. I  am  David  Baris,  executive  director  of  the  American  Asso- 
ciation of  Bank  Directors.  Oakley  Hunter,  president  of  the  associa- 
tion, wanted  to  join  me  at  today's  hearing  to  respond  to  your  ques- 
tions, but  he  is  at  home  recovering  from  surgery. 

I  wish  to  summarize 

The  Chairman.  Hope  his  recovery  is  very  satisfactory. 

Mr.  Baris.  Pardon  me? 

The  Chairman.  I  hope  he  recovers  satisfactorily. 

Mr.  Baris.  He  is  doing  well.  Thank  you. 

I  wish  to  summarize  and  supplement  my  written  testimony, 
which  I  previously  provided  to  the  committee. 

The  Chairman.  Yes,  sir,  without  objection,  it  is  so  ordered  as 
well  as  the  other  witnesses.  The  written  testimony  you  have  given 
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us,  we  will  place  in  the  record  exactly  as  you  give  it  to  us  in  writ- 
ing. 

Mr.  Baris.  And  also  that  of  Mr.  Hunter. 

[The  prepared  statement  of  Mr.  Hunter  can  be  found  in  the  ap- 
pendix.] 

AABD  believes  that  regulatory  coverage  in  D&O  insurance  poli- 
cies helps  to  protect  against  a  significant  risk  to  bank  and  savings 
institution  directors  and  has  so  advised  our  members.  Directors 
should  aggressively  seek  and  negotiate  such  coverage  from  insurers 
through  their  institutions.  To  help  directors  and  their  institutions 
appreciate  the  importance  of  regulatory  coverage,  we  are  preparing 
a  brochure  describing  what  regulatory  coverage  entails,  its  impor- 
tance to  directors,  and  how  to  negotiate  such  coverage  with  insur- 
ers. We  are  also  contacting  all  of  the  insurers  currently  offering 
D&O  insurance  to  banks  and  thrifts  to  identify  whether  they  offer 
regulatory  coverage,  the  extent  and  cost  of  such  coverage,  and  the 
factors  they  consider  in  deciding  whether  to  underwrite  such  cover- 
age. We  will  make  our  findings  available  to  our  members,  other  di- 
rectors of  the  depository  institutions  and  to  this  committee. 

We  believe  that  if  directors  and  management  are  knowledgeable 
as  to  the  importance  of  regulatory  coverage,  they  will  often  be  suc- 
cessful in  obtaining  such  coverage.  However,  it  is  also  clear  that  in 
many  cases  the  insurance  industry  will  not  provide  regulatory  cov- 
erage for  depository  institutions  and  their  directors  and  officers  in 
circumstances  where  the  underwriter  believes  the  risk  is  too  great. 
We  are,  however,  skeptical  that  there  is  a  workable  legislative  or 
regulatory  solution  to  the  insurance  industry's  risk  selection  proc- 
ess as  we  described  in  our  written  testimony. 

In  a  sense,  the  issue  of  regulatory  exclusions  is  a  symptom  rather 
than  the  disease — ^the  problem  is  the  underlying  liability  and  risks 
from  regulatory  sources  that  both  insurers  and  directors  have  con- 
cerns about.  We  request  that  the  committee  broaden  the  scope  of 
its  review  beyond  the  issue  of  regulatory  exclusions  to  evaluate  the 
nature  and  extent  of  potential  liability  of  bank  and  savings  institu- 
tion directors  from  regulatory  sources,  which  we  believe  cause  in- 
surers to  limit  regulatory  coverage,  cause  directors  to  resign  or  not 
stand  for  reelection,  and  cause  them  to  be  overly  restrictive  in 
granting  credit  to  their  communities. 

What  we  believe  the  committee  will  find  is  a  set  of  laws,  regula- 
tions, and  regulatory  practices  which  create  potential  liability  for 
directors  far  in  excess  of  what  is  necessary  to  ensure  the  safety  and 
soundness  of  the  banking  system.  We  believe  that  these  laws,  regu- 
lations, and  regulatory  practices  actually  weaken  the  banking 
system  because  they  have  the  effect  of  scaring  off  qualified  direc- 
tors and  discouraging  those  who  remain  from  granting  needed  and 
bankable  loans  in  their  communities. 

Last  year,  in  reaction  to  various  congressional  and  Federal  bank- 
ing agency  actions  which  discouraged  highly  qualified  individuals 
from  serving  on  bank  and  savings  institution  boards,  AABD  estab- 
lished a  constitutional  rights  task  force  consisting  of  an  independ- 
ent group  of  constitutional  law  and  banking  law  experts  to  study 
recent  Federal  banking  regulation,  regulation  of  Federal  agency 
policy  and  practices  which  appear  to  adversely  afifect  the  individual 
rights  of  individual  banks  and  savings  institutions  directors.  The 
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last  of  the  seven  reports  has  now  been  completed  and  AABD  will 
be  issuing  a  compendium  of  all  these  reports,  Mr.  Chairman,  by  the 
end  of  November  and  we  will  be  delighted  to  provide  the  commit- 
tee with  copies. 

The  Chairman.  If  you  would,  we  would  be  grateful. 

[The  information  referred  to  can  be  found  in  the  appendix.] 

Mr.  Baris.  Thank  you. 

Among  the  task  force's  findings  are  the  following:  The  dismissal 
powers  of  the  Federal  banking  agencies  under  FDICIA  represent 
an  extraordinary  expansion  of  the  agencies'  powers  to  dismiss  di- 
rectors and  officers,  which  raises  substantial  constitutional  issues 
of  due  process.  No  longer  must  the  agencies  demonstrate  culpabil- 
ity of  the  individual  being  dismissed  so  long  as  they  determine  that 
the  capital  levels  or  condition  of  the  institution  are  below  par. 
They  can  dismiss  a  director  without  a  hearing  before  either  an  ad- 
ministrative law  judge  or  a  Federal  judge. 

The  Crime  Control  Act  of  1990  authorized  the  FDIC  to  regulate 
indemnification  to  directors.  The  FDIC's  proposed  regulations  devi- 
ate significantly  from  the  Model  Business  Corporation  Act,  adopted 
by  35  States,  under  which  directors  may  be  indemnified  by  their 
corporation  if  the  individual  acted  in  good  faith  and  reasonably  be- 
lieved that  his  or  her  conduct  was  in  the  corporation's  best  inter- 
ests, unless  the  director  improperly  received  a  personal  benefit. 

The  FDIC  proposal  states  that  if  a  judgment  or  order  is  issued  by 
a  Federal  banking  agency  or  if  a  settlement  is  reached,  then  the 
indemnification  and  the  insurance  to  cover  that  risk  is  not  avail- 
able, even  if  the  director  acted  in  good  faith  and  reasonably  be- 
lieved that  his  conduct  was  in  the  corporation's  best  interests  and 
did  not  improperly  receive  a  personal  benefit. 

The  RTC  has  widely  used  what  we  call  deep  pocket  subpoenas 
which  order  former  directors  of  failed  thrifts  and  banks  to  turn 
over  tax  records  and  other  personal  and  confidential  financial  in- 
formation and  to  testify  before  the  agency  about  their  finances 
before  the  RTC  has  even  determined  that  such  persons  have  done 
anj^hing  wrong.  Discovery  of  personal  financial  information  to  find 
out  if  the  person  has  a  deep  pocket  would  be  routinely  denied  the 
agency  or  any  other  litigant  in  a  civil  case  because  how  much  a  de- 
fendant is  worth  is  irrelevant  to  the  question  of  whether  he  has 
done  anjrthing  wrong. 

Through  the  use  of  these  subpoenas,  the  RTC  can  force  some  tar- 
gets to  agree  to  settlements  the  RTC  proposes  since  the  alternative 
is  to  undertake  an  expensive  legal  defense  before  ever  learning 
what  wrongdoing  the  agency  believes  they  are  liable  for. 

Based  on  language  in  FIRREA,  the  OTS  has  been  freezing  assets 
of  or  taking  control  of  a  party's  assets  without  prior  review  by  a 
neutral  decisionmaker  of  the  claimed  justification  for  the  agency's 
action.  Such  orders,  absent  unusual  circumstances,  violate  due 
process  and  give  the  government  enormous  and  unfair  leverage  to 
force  a  settlement.  FIRREA  has  also  been  construed  by  at  least  one 
court  to  permit  the  FDIC's  imposition  of  civil  penalties  where  the 
defendant's  alleged  misconduct  was  neither  intentional  nor  negli- 
gent. The  imposition  of  civil  penalties  without  a  finding  of  culpabil- 
ity is  totally  incompatible  with  a  sensible  public  policy  and  will 
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surely  operate  to  keep  reasonable  business  people  off  the  boards  of 
depository  institutions. 

I  also  wish  to  supplement  my  written  testimony  relating  to  our 
study  on  RTC  suits  against  directors  of  failed  savings  institutions. 
Contrary  to  public  perception  and  some  Members  of  Congress, 
these  suits  have  little  to  do  with  "getting  the  S&L  crooks."  Yes, 
there  were  crooks  and,  yes,  they  should  be  prosecuted.  Yes,  there 
was  gross  misconduct  and  damages  should  be  vigorously  sought  by 
the  government.  But  on  the  face  of  it,  the  complaints  we  reviewed, 
filed  by  the  RTC  in  1992,  represent  a  very  different  kind  of  case. 

Most  of  them  do  not  relate  to  personal  benefits,  conflicts  of  inter- 
est, or  fraud.  They  do  relate  to  the  exercise  of  business  judgment 
by  ordinary  people  engaged  in  ordinary  businesses  and  professions 
in  ordinary  small  towns  across  the  country.  Most  of  these  directors 
were  paid  modest  amounts  of  fees  to  attend  board  meetings  and  re- 
ceived no  improper  benefits  from  the  institution  for  having  ap- 
proved the  credits  for  which  they  are  now  being  pursued  for  their 
life  savings. 

We  are  also  concerned  with  how  RTC  made  its  decisions  to  sue  in 
these  cases.  Former  RTC  CEO  Casey  testified  before  the  Senate 
Banking  Committee  last  year  that  the  RTC  only  sues  after  careful 
and  thorough  review  in  the  field  and  the  regional  offices  and,  final- 
ly, at  the  highest  levels  of  the  RTC  in  Washington.  Yet,  there  is 
now  evidence  to  the  contrary.  Let  me  read  from  the  editorial  in  the 
Wall  Street  Journal  on  September  24,  1993,  quoting  Ira  Parker, 
former  Associate  General  Counsel  at  the  RTC  who  was  the  Wash- 
ington RTC  person  responsible  for  "independently"  reviewing  and 
approving  suits  against  directors. 

He  stated  at  a  conference  I  attended — and  this  is  what  the  Wall 
Street  Journal  editorial  reports — that  he  approved  the  suits  even 
though  90  percent  of  them,  90  percent  were  of  doubtful  merit: 

"Having  sat  for  only  a  month  and  having  testified  before 
Senator  Riegle's  committee  as  to  why  one  action  hasn't 
been  brought,  you  know  that  if  you  make  the  decision  not 
to  bring  the  action,  that  you  are  going  to  be  called  before 
some  committee  someplace  up  on  the  Hill.  That  is  literally 
what  goes  through  your  mind.  You  are  going  to  be  asked 
to  explain  your  decisions,  and  it  is  not  going  to  be  a  pri- 
vate forum;  it  is  not  going  to  be  in  chambers  or  just  to  con- 
gressional staffers.  It  is  going  to  be  sitting  up  there  with 
C-SPAN  glaring  in  your  face  or  Sam  Donaldson  glaring  in 
your  face  because  it  will  be  shown  on  some  stupid  show.  I 
do  know  one  thing,  if  I  go  ahead  and  authorize  the  litiga- 
tion, nobody  is  going  to  criticize  me." 

We  also  note  that  there  have  been  questions  raised  whether 
these  RTC  suits  against  directors  and  officers — and  I  am  separating 
those  from  other  professional  liability  cases  that  are  brought  by 
PLS  and  I  am  focusing  now  on  the  D&O  cases  only — are  in  the  best 
interests  of  the  taxpayers,  and  whether  they  are,  in  fact,  cost  effec- 
tive. 

Earlier  today  there  was  testimony  from  Mr.  Hindes,  who  testified 
that  the  RTC  has  settlements  or  collections — I  am  not  sure  which 
one,  of  $83.6  million  from  D&O  suits  as  distinguished  from  $600- 
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odd  million  overall,  which  includes  professional  liability  suits  and 
the  Kaye  Schuler  suits,  and  so  forth.  He  did  not  break  down  the 
costs  related  to  those  D&O  suits  that  we  are  speaking  of  now. 

He  did  say  there  was  $250  million  total  spent  on  outside  counsel 
for  all  the  suits.  We  do  not  know  what  portion  of  that  was  for  D&O 
suits. 

We  also  do  not  know  what  the  internal  costs  of  the  RTC  have 
been;  and  by  the  way,  we  understand  that  the  RTC  utilizes  fre- 
quently the  resources  of  the  Justice  Department's  attorneys,  who 
are  very  active,  from  what  we  have  been  told,  in  Texas,  in  particu- 
lar on  civil  cases  involving  directors  and  officers.  There  is  a  cost 
there.  What  is  that  cost? 

I  think  it  is  a  legitimate  exercise  for  this  committee  to  evaluate 
these  cases,  not  just  in  terms  of  the  decisionmaking  process  within 
the  RTC  as  to  how  it  is  decided  to  file  these  cases,  but  also  in  terms 
of  protecting  the  American  taxpayer.  Are  these  cases  worth  it?  Is 
there  a  cost  benefit — is  there  a  benefit  that  will  accrue  or  is  this 
just  a  way  for  the  PLS  attorneys  to  maintain  their  jobs  and  for  out- 
side fee  counsel  to  generate  fees  from  these  cases? 

Let  me  also  say,  in  terms  of  the  question  of  independence  of  judg- 
ment, I  think  it  is  extremely  important  that  this  committee  verify 
that  the  RTC  is  making  independent  decisions  apart  from  the  PLS 
counsel  and  the  outside  fee  counsel.  I  think  Ira  Parker's  remarks 
suggest  that  there  was  not  proper  independent  decisionmaking 
within  the  RTC  in  connection  with  deciding  whether  to  file  these 
suits. 

I  do  note  that  Mr.  Thomas,  in  the  earlier  testimony  for  the  FDIC, 
indicated  that  the  board  of  directors  of  the  FDIC  reviews  each  case 
filed  against  directors  and  officers  before  that  case  is  filed.  I  don't 
think  that  the  same  thing  could  be  said  by  the  RTC. 

Mr.  Chairman,  the  laws,  regulations,  and  regulatory  practices 
which  are  the  subject  of  the  task  force  reports  and  the  RTC  suit 
study  were  enacted  or  adopted  almost  entirely  since  1989  when 
FIRREA  was  enacted.  These  legislative  and  regulatory  actions 
were  taken  in  the  name  of  assuring  the  safety  and  soundness  of  the 
banking  system  or  strengthening  the  deposit  insurance  system  at  a 
time  when  the  FSLIC's  insurance  funds  were  hemorrhaging  and 
the  solvency  of  the  FDIC  fund  was  in  question.  Since  then,  the  in- 
surance funds  and  the  banking  industry  in  general  are  on  sounder 
footing,  and  Congress  has  enacted  legislation  that  creates  tripwires 
to  identify  and  resolve  problem  institutions  at  an  early  stage. 

It  is  time  for  Congress  to  put  aside  the  political  rhetoric  of  the 
past  and  look  honestly  at  the  laws,  regulations,  and  regulatory 
practices  which  are  the  subject  of  the  task  force  study  and  our  RTC 
study  and  determine  whether  they  serve  the  best  interests  of  the 
public  and  of  a  strong  and  responsive  banking  system,  or  whether 
they  inadvertently  weaken  the  system  by  driving  out  qualified  di- 
rectors and  discouraging  those  that  remain  from  taking  reasonable 
credit  risks  on  behalf  of  their  institutions  and  their  communities. 

Thank  you  very  much,  Mr.  Chairman.  I  would  be  pleased  to  re- 
spond to  any  questions  the  committee  may  have. 

The  Chairman.  Yes. 

[The  prepared  statement  of  Mr.  Baris  can  be  found  in  the  appen- 
dix.] 
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The  Chairman.  Ms.  Mkhitarian. 

STATEMENT  OF  LENA  MKHITARIAN,  SENIOR  VICE  PRESIDENT, 
NATIONAL  UNION  INSURANCE  CO.  OF  PITTSBURGH,  PA,  AND 
AMERICAN  INTERNATIONAL  GROUP;  ACCOMPANIED  BY  LARRY 
SIMMS,  PARTNER,  GIBSON,  DUNN  &  CRUTCHER 

Ms.  Mkhitarian.  Good  morning,  Mr.  Chairman  and  members  of 
the  committee.  My  name  is  Lena  Mkhitarian  and  I  am  appearing 
on  behalf  of  American  International  Group.  I  have  with  me  Larry 
Simms  from  Gibson,  Dunn  &  Crutcher  to  respond  to  the  issues  re- 
garding case  law  and  public  policy  issues,  which  did  come  up  earli- 
er. I  will  keep  my  comments  very  brief  and  allow  Larry  to  com- 
ment on  those  issues. 

I  think  there  are  several  points  to  keep  in  mind  from  the  insur- 
ance companies'  standpoint  in  the  underwriting  process  of  directors 
and  officers  in  liability  insurance.  This  is  a  contract  negotiated 
amongst  the  insured,  the  insurer,  and  the  professional  insurance 
broker  who  represents  the  insured.  Each  contract,  each  policy,  each 
bank  that  is  underwritten  by  the  underwriter  is  done  individually 
and  each  policy's  terms,  provided  individually  to  that  risk. 

The  regulatory  exclusion,  which  is  an  endorsement  that  is  used 
at  different  times,  is  very  much  of  a  negotiated  item  under  the 
D&O  policy.  Per  the  ABA  banking  survey  which  was  conducted  in 
1992,  it  reflected  only  35  percent  of  banks  carried — had  regulatory 
exclusions  on  their  policy,  so  over  65  percent  of  banks  did  have  the 
coverage  in  their  D&O  policy. 

I  would  like  to  share  with  you  some  of  the  information  from  the 
Wyatt  study,  which  is  the  only  independent  survey  done  on  D&O 
insurance  in  this  country.  For  one,  clearly  all  directors  and  officers 
do  want  to  have  the  insurance.  The  main  suits  and  actions  against 
directors  and  officers  of  large  banks  have  arisen  by  shareholders, 
which  makes  up  39  percent;  customers,  which  makes  up  41  percent; 
employees,  which  makes  up  11  percent;  and  government  and  other 
competitors,  which  really  makes  up  only  7  percent  of  the  actions. 
There  is  no  breakdown  as  to  the  number  or  the  percentage  of  the 
suits  from  the  regulators  themselves,  but  between  competitors  and 
regulators,  we  are  talking  about  7  percent. 

The  reason  we  are  having  a  difficult  time  stating  that  we  can 
cover  regulatory  exclusions  in  those  policies — that  the  regulatory 
suits  have  been  added,  is  based  on  the  fact  that  the  defenses  that 
we  have  are  really  very  limited. 

The  FDIC  has  full  possession  of  all  the  information  and  docu- 
ments within  the  banking  institution,  has  had  the  opportunity  to 
examine  those  banks  for  years  in  the  past,  knows  the  management 
and  knows  the  documentation.  They  have  extraordinary  powers  to 
take  action  against  the  individuals,  and  that  makes  it  very — and 
the  unlimited  resources  they  have  in  providing,  bringing  legal  ac- 
tions against  the  individuals.  In  combination,  it  makes  it  very  diffi- 
cult for  us  to  be  able  to  say  we  can  underwrite  for  that  exclusion. 

If  the  regulatory  exclusion  to  be — were  to  be  legislatively  invali- 
dated, we  think  many  institutions  of  smaller  size  or  troubled  insti- 
tutions would  be  having  a  very  difficult  time  finding  any  type  of 
D&O  insurance.  Most  likely,  the  healthier — the  larger  institutions 
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would  be  able  to  obtain  the  insurance,  but  most  likely  the  pricing 
of  it  would  be  going  up.  We  think  it  is  unfair  to  make  the  insur- 
ance industry  pay  for  the  losses  it  did  not  bargain  for  in  its  policies 
and  was  not  paid  a  premium  for. 

The  FDIC  itself  is  an  insurance  company.  It  was  created  to 
insure  against  the  insolvency  of  financial  institutions  and  does  re- 
ceive a  premium  for  it.  It  also  has  the  power  to  supervise  financial 
institutions  and  manage  the  insolvent  institutions,  which  the  pri- 
vate insurance  companies  do  not  do. 

I  would  like  to,  at  this  point,  comment  on  statements  made  by 
Mr.  Thomas  with  respect  to  that  institution  which  was  charged  $12 
million  for  a  $15  million  policy  in  his  example  of  the  Texas  bank. 

I  have  here  a  statement  prepared  which  describes  the  events  of 
that,  and  I  would  like  to  submit  it  for  the  record. 

The  Chairman.  Without  objection,  so  ordered. 

[The  information  referred  to  can  be  found  in  the  appendix.] 

Ms.  Mkhitarian.  I  would  also  like  to  just  very  briefly  comment 
on  that  situation.  It  is  important  to  keep  in  mind  that  this  was  a 
policy  not  for  $15  million  but  it  impacted  a  policy  term  of  1  year. 
Of  the  $12  million  in  premium  that  was  mentioned,  three-quarters 
of  that  premium  would  have  been  returned  back  to  the  insured,  de- 
pending on  the  outcome  of  losses. 

Mr.  Casey,  who  was  appointed  by  the  FDIC  at  First  Republic,  re- 
quested he  needed  the  insurance  in  order  to  maintain  and  retain 
the  board  during  the  difficult  times  the  bank  was  going  through. 
Mr.  Seidman  had  made  statements  and  assurances  that  no  wrong- 
doing had  taken  place  on  behalf  of  the  management,  that  the  prob- 
lems were  basically  on  the  economic  conditions  of  the  State.  These 
comments  were  written  in  newspaper  articles. 

Despite  all  these,  this  is  a  situation  where  we  think  that  the  reg- 
ulators took  a  very  abusive  stand  in  bringing  litigation  against  di- 
rectors in  those  instances  where  clearly  they  made — statements 
were  made  by  them  of  their  feeling  that  there  was  no  mismanage- 
ment provided  or  conducted  by  the  people,  by  the  management. 

Just  very  briefly,  we  very  much  agree  with  Mr.  Baris'  comments 
regarding  the  fact  that  those  directors  who  have  had  personal  ben- 
efit from  the  institutions  who  have  abused  the  system  in  which 
they  have  worked  with  should  be  punished.  We  think  that — we  feel 
that  the  RTC  should  look  at  the  cost  benefits  of  all  these  suits.  I 
think  that  the  suits  seem  to  be  brought  much  more  automatically 
and  without  the  investigation  they  claim  they  have  done. 

And  it  is  very  important  for  each  insurer  to  negotiate  the  con- 
tract. This  is  a  private  contract  and  each  policy  is  underwritten 
and  looked  at  very  individually. 

Thank  you  for  inviting  me.  What  I  would  like  to  do  now  is  allow 
Mr.  Simms  to  provide  you  with  some  comments  regarding  the  earli- 
er issues  regarding  the  case  law. 

[The  prepared  statement  of  Ms.  Mkhitarian  can  be  found  in  the 
appendix.] 

The  Chairman.  Mr.  Simms. 

Mr.  Simms.  Thank  you,  Mr.  Chairman.  I  very  much  appreciate 
the  opportunity  largely  to  respond  to  some  of  the  discussion  that 
occurred  involving  the  first  panel  this  morning.  I  would  like  to 
start  by   going  back   and   picking   up   on   a   statement   that   Mr. 
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Thomas  of  the  FDIC  made  in  response  to  some  questions  posed  by 
Mr.  Leach. 

Mr.  Thomas,  perhaps  begrudgingly,  acknowledged  that  the  FDIC 
currently  has  the  regulatory  authority  to  deal  with  the  regulatory 
exclusion  issue  prospectively.  I  would  like  to  pursue  that,  because  I 
think  that  we  are  here  today  and  the  committee  is  concerned  with 
this  issue  because  the  FDIC  and  lawyers  at  the  FDIC  a  number  of 
years  ago  made  a  tactical  decision  not  to  exercise  that  authority  in 
the  hopes  that  a  few  early  victories  they  had  won  in  the  courts 
would  be  sustained  by  the  appellate  courts  and  they  would  be  able, 
in  effect,  to  impose  their  will  retroactively. 

To  take  you  back  prior  to  the  enactment  of  FIRREA  in  1989 — 
and  my  testimony  is  going  to  be  contrary  to  Mr.  Thomas' — AIG  has 
submitted  with  Ms.  Mkhitarian's  prepared  testimony  a  memoran- 
dum prepared  by  me  and  my  law  firm  that  discusses  the  cases;  and 
obviously,  our  position  is  out  there  for  everyone  to  look  at  and  criti- 
cize. But  prior  to  1989,  there  had  been  only  five  Federal  Court  deci- 
sions that  had,  in  fact,  discussed  and  decided  the  question  whether 
these  regulatory  exclusions  in  D&O  policies  and  financial  institu- 
tion bond  policies — because  they  are  essentially  the  same  kind  of 
an  exclusion  raising  the  same  kind  of  issues — were  or  were  not  con- 
trary to  public  policy. 

Three  of  those  cases — in  three  of  those  cases,  the  FDIC  had  pre- 
vailed. In  two  of  those  cases,  the  other  side  had  prevailed. 

It  is  our  submission — and  we  discuss  this  in  our  paper — that  the 
three  cases  in  which  the  FDIC  had  prevailed  were  completely  un- 
persuasive  and  completely,  in  fact,  unreasoned.  Our  view  of  that 
has  since  been  borne  out  by  the  fact  that  27  of  the  31  Federal 
courts  who  have  reached  and  decided  that  issue  have  decided  in 
favor  of  the  enforceability  of  regulatory  exclusion  clauses  in  these 
policies,  including  all  five  of  the  Federal  courts  of  appeal  that  have 
considered  this  issue. 

The  fact  is  that  the  FDIC  started  with  a  legal  position  which  was 
clearly  unsustainable.  They  lucked  out  in  a  few  cases,  and  they 
thought  they  could  ride  that  horse  all  the  way.  Every  other  Federal 
court  since  FIRREA  was  enacted  has  held  contrary  to  the  FDIC's 
position,  except  one  district  court  opinion,  and  it  was  overruled  by 
a  subsequent  court  of  appeals  decision. 

Now  the  next  point  that  Mr.  Thomas  makes  is  that  FIRREA 
changed  the  rules  of  the  game  and  somehow  caused  the  FDIC  and 
the  other  regulatory  agencies  to  start  losing  this  issue.  That  is 
simply  not  true.  When  the  Tenth  Circuit  Court  of  Appeals  reached 
this  issue  in  1991,  1  year  after  FIRREA  was  enacted,  it  held  that 
the  regulatory  exclusion  provisions  did  not  violate  public  policy; 
and  it  didn't  even  cite  FIRREA— didn't  even  cite  the  FIRREA.  The 
proposition  that  the  Federal  courts  have  somehow  taken  FIRREA 
and  used  it  against  the  FDIC  and  the  RTC  is  sheer  poppycock.  It  is 
not  true. 

If  you  read  the  decisions — and  we  discuss  these  decisions  and 
quote  them  in  our  paper — you  will  see  that  what  these  courts  have 
held  is  exactly  what  Congress  did.  Congress  remained  neutral. 

Now,  the  reality  is  that  by  remaining  neutral.  Congress  allowed 
a  preexisting  constitutional  principle  to  govern  these  cases.  I  want 
to  read  very  quickly  from  a  1931  Supreme  Court  case  which  is  cited 


26 

at  page  13  in  the  Gibson,  Dunn  &  Crutcher  paper  in  which  the 
Court  stated  as  a  general  rule,  and  I  quote,  "competent  persons 
shall  have  the  utmost  liberty  of  contract  and  that  their  agreements 
voluntarily  and  fairly  made  shall  be  held  valid  and  enforced  in  the 
courts." 

That  is  the  principle  that  was  governing  and  should  have  gov- 
erned these  cases.  After  the  FDIC  came  to  Congress  in  1988  and 
1989  and  asked  Congress  to  undo  that  principle.  Congress  refused 
to  do  so.  The  legislative  history  of  that  is  quite  clear.  The  FDIC 
proposed  X.  Congress  refused  to  enact  X.  Congress  enacted  a  stat- 
ute, both  the  text  of  which  and  the  legislative  history  of  which  es- 
tablish precisely  what  these  five  federal  courts  of  appeals  have 
found.  Congress  intended  to  remain  neutral. 

So  the  question  today  is,  should  Congress  continue  to  remain 
neutral?  Remember,  Congress,  according  to  Mr.  Thomas'  own  testi- 
mony, does  not  have  to  do  an3rthing  in  order  for  the  FDIC  to  imple- 
ment this  policy  on  a  prospective  basis.  Congress  can  simply  walk 
away  from  this  issue  and  let  the  FDIC  exercise  existing  authority. 
So  the  only  real  question  is,  should  Congress  abrogate  this  princi- 
ple of  the  right  to  contract  and  do  so  retroactively? 

I  think  that  what  we  heard  this  morning  from  Mr.  Leach  and 
Mr.  Klein  suggests  quite  strongly  that  Congress  should  not  do  so, 
that  Congress  in  doing  so  would  be  tinkering  with  a  very  funda- 
mental right  not  to  enter  a  contract  and  then  have  the  obligation 
under  that  contract  changed  by  Congress  or  any  other  legislative 
body.  That  is  what  the  due  process  clause  implements  in  the  con- 
text of  Federal  legislation;  and  to  come  back  to  where  we  started,  if 
there  is  a  problem,  it  can  be  solved  prospectively  by  the  FDIC. 

It  should  not  be  done  retroactively  by  Congress,  because  there  is 
simply  no  justification,  and  Mr.  Thomas  certainly  didn't  articulate 
one,  which  would  justify  changing  the  rules  in  the  middle  of  the 
game. 

Thank  you,  Mr.  Chairman. 

[The  information  referred  to  can  be  found  in  the  appendix.] 

The  Chairman.  Ms.  Goodman. 

STATEMENT  OF  SUSANNAH  B.  GOODMAN,  LEGISLATIVE 
ADVOCATE,  PUBLIC  CITIZENS  CONGRESS  WATCH 

Ms.  Goodman.  Thank  you  very  much,  Mr.  Chairman.  I  am  Su- 
sannah Goodman,  and  I  am  a  legislative  advocate  with  Public  Citi- 
zens Congress  Watch,  and  Public  Citizen  was  founded  by  Ralph 
Nader  in  1971.  Congress  Watch  is  the  lobbying  arm  of  Public  Citi- 
zen. 

I  would  personally  like  to  thank  the  chairman  for  having  the 
courage  to  take  up  this  issue.  Public  Citizen  has  long  worked  with 
Congress  in  resolving  the  S&L  problem.  Specifically,  we  pressed  for 
an  extension  of  the  statute  of  limitations  from  3  to  5  years  because 
the  professional  liability  section  of  the  RTC  has  had  such  troubles. 

I  hope  we  can  count  on  the  chairman's  support  for  a  clean  exten- 
sion of  the  statute  of  the  limitations  in  the  RTC  conference. 

Anyway,  in  working  on  that  issue,  I  got  to  talking  with  folks  at 
the  RTC  and  FDIC,  and  what  they  said  was  that  one  of  the  real 
problems  with  recovering  money  for  taxpayers  was  this  regulatory 
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exclusion;  but  when  I  talked  about — to  congressional  staff  about 
bringing  it  up,  they  said,  forget  it,  the  insurance  industry  lobbyists 
will  descend  upon  Congress  like  a  pack  of  hungry  wolves;  you  will 
never  get  anywhere. 

I  would  like  to  extend  my  gratitude  to  the  chairman  for  braving 
the  pack  of  hungry  wolves  and  for  remembering  the  taxpayer. 

Public  Citizen  finds  insurers'  use  of  the  regulatory  exclusion 
unfair  and  unfounded  and  urges  congressional  action  to  correct  the 
situation.  The  policy  has  cost  taxpayers  almost  $1  billion  in  lost  re- 
coveries. 

Furthermore,  because  the  policy  discourages  well-qualified  offi- 
cers and  directors  from  serving  on  the  boards  of  marginal  thrifts 
and  banks,  it  discourages  good  management  and  safety  and  sound- 
ness in  the  industry. 

Finally,  the  policy  is  unfair  because  it  denies  recovery  to  only 
one  clsiss  of  plaintiff,  the  U.S.  taxpayer.  It  is  absurd  that  insurers 
should  be  able  to  withhold  protection  simply  because  legal  actions 
are  taken  on  behalf  of  taxpayers,  not  shareholders  or  depositors. 
Under  bankruptcy  law,  insurers  and  other  private  parties  are  not 
permitted  to  escape  liability  through  exclusionary  clauses  in  gov- 
ernment contracts. 

Congress  played  its  part  in  the  S&L  debacle  because  of  the  de- 
regulatory  measures  passed  in  the  1980's.  The  misconduct  of  offi- 
cers and  directors  who  are  now  being  sued  has  also  contributed 
substantially  to  thrift  and  bank  insolvencies.  Congress  has  a  fiduci- 
ary duty  to  represent  the  taxpayers  and  create  a  safe  and  sound 
S&L  industry.  Consequently,  Congress  must  encourage  every  effort 
to  recover  money  lost  to  taxpayers  through  this  crisis  and  through 
the  misconduct  of  officers  and  directors. 

Unfortunately  and  ironically,  ever  since  the  passage  of  FIRREA, 
it  has  been  much  more  difficult  to  sue  officers  and  directors  of 
failed  savings  and  loans  and  banks  and  collect  from  their  insurers 
because  of  the  regulatory  exclusion.  Before  FIRREA,  the  FDIC  suc- 
cessfully sued  to  recover  lost  funds  from  officers  and  directors.  Reg- 
ulatory exclusions  did  not  generally  hold  up  in  court  because, 
among  other  things,  courts  found  that  such  exclusions  went  against 
public  policy;  that  is,  they  prevented  the  FDIC  from  marshaling 
and  recovering  the  assets  of  the  failed  bank. 

However,  since  the  enactment  of  FIRREA,  the  courts  have 
tended  to  uphold  the  exclusion  because  of  the  specific  language. 
Specifically,  12  U.S.C.  section  1821(e)  of  FIRREA  provides  the  con- 
servator or  receiver  may  enforce  any  contract  other  than  a  direc- 
tor's or  an  officer's  liability  insurance  contract,  or  a  depository  in- 
surance bond  entered  into  by  the  depository  institution,  notwith- 
standing any  provision  of  the  contract. 

Because  Congress  appeared  to  exclude  fidelity  insurance  from 
the  prohibition  against  termination  of  contracts,  the  bank  and 
thrift  regulators  lost  grounds  to  claim  that  such  exclusions  went 
against  public  policy.  In  doing  so,  Congress  gave  the  insurance  in- 
dustry a  loophole. 

The  impact  of  the  language  in  FIRREA  and  subsequent  court  de- 
cisions upholding  the  regulatory  exclusion  has  been  devastating. 
D&O  carriers  have  attempted  to  bar  recovery  from  the  RTC  and 
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FDIC  every  time  an  insured  depository  fails.  The  agencies  have  lost 
nearly  every  case  involving  a  regulatory  exclusion  since  FIRREA. 

According  to  the  FDIC,  close  to  $1  million  could  have  been  recov- 
ered from  lawsuits  against  officers  and  directors.  Moreover,  direc- 
tors and  officers  of  failed  institutions  are  left  unprotected  against 
claims  by  the  FDIC.  Prospective  directors  and  officers  of  banking 
institutions  should  have  complete  D&O  insurance  available  to 
them  in  order  to  maintain  and  to  increase  the  size  of  the  pool  of 
highly  qualified  persons  willing  to  serve. 

Good  managers  make  for  sound  institutions;  however,  regulatory 
exclusions  create  a  disincentive  for  talented  people  to  serve  because 
they  cannot  be  protected. 

Indeed,  in  this  congressional  session  Members  of  Congress  have 
been  bombarded  with  cries  from  the  banking  industry  that  officers 
and  directors  are  unjustly  being  sued  by  the  FDIC  and  RTC.  There 
are  claims  that  there  is  a  liability  crisis  which  is  discouraging  good 
officers  and  directors  from  serving. 

Some  Members  have  incorrectly  responded  to  these  cries  by  call- 
ing for  legislation  which  would  reduce  standards  of  liability  for  offi- 
cers and  directors.  Indeed,  there  is  legislation  pending  in  Congress 
to  completely  exempt  outside  directors  from  liability  under  the  law, 
and  that  is  H.R.  962.  Far  from  curing  the  problem,  these  actions 
represent  severe  backsliding  to  the  low  standards  of  liability  which 
led  to  the  thrift  crisis  in  the  first  place. 

Moreover,  at  least  seven  States  in  the  past  14  months  have 
passed  laws  which  lower  the  standards  of  liability  for  officers  and 
directors  from  simple  negligence  to  gross  negligence.  Not  only  do 
these  new  laws  make  it  more  difficult  for  the  RTC  and  FDIC  to  re- 
cover taxpayer  dollars,  but  worse,  they  also  send  a  message  that 
negligent  corporate  conduct  is  tolerable. 

Clearly,  the  solution  is  not  to  lower  or  eliminate  standards  for — 
of  liability  for  officers  and  directors.  The  solution  is  to  remove  the 
disincentive  officers  and  directors  have  to  serve  in  the  face  of  liabil- 
ity, by  fixing  this  problem. 

Congress — because  Congress  is  in  large  part  responsible  for  the 
rationale  which  allows  the  regulatory  exclusion  to  continue.  Con- 
gress must  fix  it. 

It  is  ironic  that  the  language  in  FIRREA  should  unnecessarily 
bar  taxpayers  from  recovering  funds  and  discourage  good  managers 
from  serving  as  officers  and  directors.  FIRREA  was  designed  to 
reinstitute  safety  and  soundness  into  the  thrift  industry  and  to  re- 
cover money  for  taxpayers. 

Public  Citizen  calls  for  immediate  legislative  action  which  would 
delete  section  1821(e)(12)(a).  This  deletion  should  be  accompanied  by 
both  statutory  language  and  an  expression  of  congressional  intent 
declaring  regulatory  exclusions  to  be  against  public  policy.  Such  an 
action  would  go  a  long  way  toward  closing  the  insurance  industry 
loophole  for  regulatory  exclusions  created  in  FIRREA. 

The  Chairman.  Thank  you. 

[The  prepared  statement  of  Ms.  Goodman  can  be  found  in  the  ap- 
pendix.] 

The  Chairman.  I  asked  unanimous  consent — and  I  will  repeat 
that  for  myself  and  other  members  who,  because  of  the  great 
debate,  so-called,  on  the  floor  now  on  NAFTA,  which  will  be  an  8- 
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to  10-hour  matter,  will  not  be  able  to  come  in  unless  this  is  pro- 
longed, and  they  drop  in  and  out;  but  they  have  indicated — some 
have  indicated  they  will  have  questions  in  writing  for  the  panelists, 
and  I  will,  too.  And  in  order  not  to  detain  you  unnecessarily  too 
much  beyond  the  noon  hour,  I  will  ask  a  couple  of  specific  ques- 
tions and  then  some  comments,  because  I  think  that  it  is  necessary 
that  it  be  emphasized  why  this  committee  is  meeting  and  the 
reason  for  it;  and  that  is  simply  to  discharge  its  obligation  in  the 
matter  of  enunciating — establishing  and  enunciating  clearly  basic 
policy,  and  that  and  only  that. 

I  find  it  interesting  in  reading  your  prepared  statements,  Ms. 
Mkhitarian  and  Mr.  Baris — Mr.  Baris,  in  your  statement,  you  seem 
to  emphasize  quite  seriously  the  cases  that  have  been  brought 
against  small  institutions  in  rural  areas.  On  the  other  hand,  Ms. 
Mkhitarian's  statement,  which  is  on  behalf  of  the  group,  says  that 
according  to  the  survey,  the  Wyatt  Survey,  large  banks,  defined  as 
those  with  asset  size  of  $1  billion  or  greater,  were  more  susceptible 
to  claims  than  any  other  business  group  and  were  also  prone  to  ex- 
perience more  claims  per  survey  participant  than  other  groups. 

Table  28  of  the  survey  rates  the  frequency  and  susceptibility  of 
claims  by  business  type.  Large  banks  were  rated  as  having  a  42- 
percent  chance  of  having  a  claim  asserted  against  them,  which  was 
10  percent  higher  than  any  other  business  type. 

So  I  think — that,  I  think,  shows  a  discrepancy  there,  but  Mr. 
Simms,  you  know,  we  are  not  entering  into  a  judicial — this  is  not  a 
judicial  body.  It  is  a  policymaking  body — supposed  to  be — and  one 
of  the  reasons  we  are  here  and  we  became  involved  in  this  great 
and  very  distressful  and  still-not-over  period  with  respect  to  the 
stability  and  soundness  of  our  financial  institutions  is  that  the  Con- 
gress, in  policymaking,  mostly  failed  for  whatever  reason,  either 
through  lapse  or  lack  of  will,  to  address  the  problems  that  were 
bound  to  arise  after  the  vast  sea  changes  after  the  war,  after  1945 
in  technological  breakthroughs,  instantaneous  electronic  communi- 
cation that  was  bound  to  have  an  impact  on  the  State  jurisdictions 
and  barriers  in  our  dual  banking  system.  Congress  hasn't  ad- 
dressed that. 

The  rise  immediately  in  the  early  1950's  to  the  avoidance  of 
going  through  the  chartering  process  that  had  been  time  honored; 
if  you  wanted  to  charter  a  bank,  you  went  to  the  OCC  and  you 
went  through  a  process.  With  the  Bank  Merger  Act  and  the  prac- 
tice of  banks  being  able  to  purchase  other  banks  through  the  hy- 
pothecation of  bank  stock,  that  was  avoided. 

Then  you  had  other  changes,  and  they  weren't  apparent  in  reali- 
ty until  the  late  1970's,  but  actually  the  handwriting  was  on  the 
wall  since  the  middle  1960's.  In  fact,  1966  I  remember  distinctly  as 
if  it  were  today,  the  June  19  decision  of  the  big  banks  to  raise  1 
whole  percentage  point  overnight  in  what  was  then  the  prime  in- 
terest rate — today,  you  don't  have  such  a  thing;  it  is  floating  and  it 
depends  on  how  the  Fed  interprets  the  prime  interest  rate  and  for 
whom,  but  at  that  time  it  was — and  it  immediately  caused  a  reper- 
cussion in  the  S&Ls,  and  particularly  from  Texas. 

I  come  from  Texas.  Texas  is  a  great  laboratory  where  its  S&L 
evolution  is  very,  very  unique.  About  95  percent  or  more  of  the 
S&L  firms  were  stock,  very  few  mutual,  and  the  State  laws  were 
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very  permissive.  Risk  ventures  and  all  were  not  defined,  yet  they 
had  a  great  benefit  of  Federal  deposit  insurance.  That  is  still  a 
problem. 

At  no  time,  and  I  sat  on  this  committee  for  32  years,  did  I  ever 
see  the  industry  representatives,  ABA,  IBAA,  the  United  States 
Savings  and  Loan  League  or  any  of  the  other  big,  principal  nation- 
al entities  ever  complain.  Then  it  was  very  lonely  because  by  the 
time  we  got  to  1979,  we  should  have  known  because  in  1966,  had 
the  interest  rates  not  leveled  off,  we  would  have  had  the  same 
thing  that  didn't  register  until  1979,  1981,  and  1982,  and  that  is 
that  an  industry  that  was  predicated  on  a  system  erected  in  the 
1930's  in  the  Depression  era,  the  basic  law — in  fact,  the  fundamen- 
tal structure  still  dates  back  to  that,  including  the  bank  and  regu- 
latory system,  so  that  we  watched  with  great  concern  as  S&Ls, 
under  the  pressure  and  aberrations  of  the  interest  rate  fluctua- 
tions, and  the  fact  that  they  had  been  created  by  being  given  that 
so-called  regulation  cue,  that  little  advantage  in  5deld  that  enabled 
them  to  borrow  long  and  lend  short,  and  that  went  under  when  the 
1970's  collapsed,  but  by  the  middle  1970's  it  should  have  been  obvi- 
ous we  had  the  REITS,  the  REITS. 

That  was  a  scandal,  and  it  was  a  clear  indication  then  and  I  said 
so  on  House  floors,  that  a  bubble  was  being  created  and  that  all 
bubbles  burst  and  that  your  real  estate  was  getting  so  speculative 
that  it  was  beyond  real  meaning. 

Then  in  1970,  the  rule,  the  time-honored  rule  on  banks  involving 
themselves  in  real  estate  was  modified.  So  the  industry,  both  S&L 
and  banks,  got  everything  they  ever  asked  for  from  the  Congress. 
The  Congress  gave  everj^hing  I  can  remember  and  look  where  it 
got  us. 

Now,  I  am  not  here  to  be  argumentative  or  anything,  but  I 
thought  that  in  your  comments,  Mr.  Simms,  and  in  your  referral  or 
reference  to  the  ambiguity  and  the  conflict  in  the  description  you 
gave  of  some  of  the  court  decisions  clearly  shows  that  we  have  a 
responsibility  to  enunciate  clear  policy. 

Now,  as  to  constitutionality  as  you  brought  out,  Ms.  Mkhitarian, 
which  I  asked  the  previous  two  witnesses,  I  think  the  retroactivity 
question  is  one  that  certainly  h£is  to  be  considered,  but  that,  in 
effect,  remains  to  be  evaluated.  That  is  why  we  wanted  to  have  the 
testimony,  as  to  the  clarification  of  policy  and  congressional  intent. 

I  was  hoping  that  Mr.  Schumer  would  return  because  he  and  two 
other  members,  Mr.  Vento  and  Mr.  Carper,  were  the  authors  of 
that  amendment  and  it  was  offered  during  a  time  of  great  pressure 
and  it  was  a  voice  vote  and  very  little  discussion,  if  any,  and — ^be- 
cause I  think  it  is  going  to  be  important  as  we  go  into  this  and  try 
to  figure  out  what  can  be  done  with  a  clear  view  in  mind  not  to  in 
any  way  intentionally  or  willfully  destroy  or  impact  adversely  on 
anybody's  just  rights. 

However,  when  we  are  dealing  in  this  area  where  you  have  this 
vast  taxpayer  backing,  at  this  point  it  is  estimated  that  just  in  the 
commercial  banking  system  alone,  Mr.  Baris,  there  is  about  $4  tril- 
lion worth  of  insured  deposits,  but  you  have  a  very  questionable  ac- 
tuarial condition  of  that  Bank  Insurance  Fund.  It  is  still  not  out  of 
the  woods. 
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Now,  we  can  report  all  of  these  profits  and  everj^hing  else,  but 
when  it  is  examined — and  it  is  a  matter  of  grave  concern  to  us. 

Now,  the  insurance  companies,  I  can  understand,  however,  the 
moral  head  in  the,  what  I  call  the  corruption  of  the  deposit  insur- 
ance system  that  has  encouraged  depositors  to  feel,  well,  I  am  in- 
sured so  they  are  not  going  to  worry  about  the  management  of  that 
bank,  then  the  development  and  the  change  as  a  result  of  the  de- 
regulatory  actions  of  1979,  1980,  and  1982  that  made  it  possible  for 
savings  and  loans  to  completely  change. 

In  fact,  the  1982  act,  the  reason — I  was  the  only  one  on  this  com- 
mittee who  opposed  it.  I  was  the  only  one  who  went  to  the  Rules 
Committee  and  my  song  was  very  simple.  I  said  this  is  the  most 
wholesale  change  in  the  1935  basic  Banking  Act  since  1935,  because 
what  you  are  doing  is  you  are  not  saving  S&Ls.  That  was  pushed  as 
this  is  going  to  save  the  S&Ls  and  it  provided  for  the  2  percent 
kicker,  and  the  Congress,  attempting  to  legislate  an  otherwise  un- 
sound activity  in  the  market  as  being  sound;  that  is,  by  reason  that 
the  solvency  by  legislative  definition  when  it  wasn't  in  the  market, 
and  the  other  was  that  it  homogenized  all  of  these  activities,  credit 
unions,  S&Ls. 

Everybody  became  a  bank  and  in  the  meanwhile,  the  Congress 
didn't  address  the  nonbank  banking  activities  of  the  largest  corpo- 
rations, still  there.  It  didn't  address  the  question  of  the  mutual 
money  funds  uninsured,  which  now  the  banks  are  going  into  very 
heavily,  and  so  that  is  a  real  problem. 

This  one  might  seem  insignificant,  but  it  is,  from  the  standpoint 
of  enabling  the  regulators  to  defend  the  public  trust  or  well-being 
or  the  public  weal,  it  is  important  that  we  discharge  our  responsi- 
bility of  clearly  defining  and,  if  possible,  enunciating  policy  in  a 
clear  way.  So  that  your  discussions  are  very  helpful  because  I  think 
that  so  often,  you  know,  what  is  desired  is — nobody  can  quarrel 
with  it,  with  the  intention,  but  then  trying  to  figure  it  out  in  legis- 
lative language  might  be  a  different  problem  and  that  is  where  our 
problem  comes  in. 

I  think  it  was  very  interesting  though,  Mr.  Simms,  that  your  re- 
cital did  indicate  that  obviously  there  is  confusion  even  in  the  judi- 
ciary, and  then  the  enactment  of  State  laws.  For  instance,  the  re- 
ferral that  Mr.  Thomas  made  to  that  case  in  Colorado  where  the 
State  legislature  defined  it  as  against  the  public  policy  of  Colorado 
and  therefore  enabled  them  to  win  that  case,  but  it  shows  also  the 
disparity  there  and  the  need  for  some  clarification  on  a  national 
basis. 

I  am  not  here  in  a  position  to  tell  you  that  I  know  exactly  how  to 
do  it  at  this  point.  We  are  all  learning  and  we  are  going  to  try  to 
have  additional  hearings  and  gather  more  evidence  and  that  is  why 
we  will  be  submitting  questions  to  you  in  time — that  is,  by  the  time 
you  receive  the  transcript  of  these  proceedings,  we  hope  to  have 
the  questions  so  that  we  can  benefit  from  your  replies. 

I  think  we  can  all  agree  basically  that  nobody  wants  to  knowing- 
ly bring  about  an  injustice.  On  the  other  hand,  there  is  a  lot  of 
area  of  debate.  I  will  say  this  in  deference,  Mr.  Simms,  to  your  ex- 
ception of  some  of  the  interpretation  you  made  of  Mr.  Thomas. 
There,  I  think  Mr.  Thomas  and  his  associate's — the  RTC  officer. 
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their  statements,  I  think,  can  stand  on  their  own  and  we  will  have 
to  evaluate  those  on  their  own. 

We  will  also  be  submitting  questions  to  them,  and  then  we  will 
also  be  meeting  with  some  of  the  other  members  on  both  sides  and 
then  see  if  a  consensus  can  be  derived.  But  at  this  point  I  wanted 
to  thank  each  and  every  one  of  you. 

I  think,  Ms.  Goodman,  you  did  make  a  good  case  from  the  public 
standpoint,  and  this  is  where,  if  the  Congress  discharges  its  duty,  it 
has  to  act  in  the  capacity  of  an  umpire.  Not  so  much  a  judge,  but 
as  an  umpire  because  you  have  got  interests  that  are  in  conflict 
and  the  question  is,  what — in  my  mind,  what  is  the  greatest  inter- 
est of  the  greatest  number?  So  often  I  have  seen  the  committee  act 
£is  if  it  is  here  in  order  to  legislate  on  behalf  of  the  industry  and  I 
said  earlier  that  I  watched  what  happened  clear  up  until  1987. 

I  saw  the  Congress  do  everything  that  was  asked  of  it,  increasing 
the  insured  deposit  amount  from  $40,000  to  $100,000  with  no  hear- 
ings, no  nothing,  and  who  is  to  gainsay  whether  that  was  right, 
wrong,  or  indifferent? 

All  I  know  is  we  do  have  a  problem.  It  is  one  of  them.  It  is  on  the 
periphery  of  what  I  consider  to  be  far  greater  problems  we  cannot 
concentrate  attention  right  now  on,  and  what  I  have  said  is  the 
continuing  need  to  review  and,  if  possible,  reform  the  deposit  insur- 
ance system. 

We  have  done  some  work  in  that — in  the  last  two  Banking  Acts, 
1992 — 1991,  1992,  such  as  trying  to  curtail  the  too-big-to-fail  prac- 
tice, but  that  still  has  yet  to  be  corrected,  and  it  just  means  that 
anyone  of  us  that  has  assumed — and  every  one  of  us  volunteered 
for  this,  so  I  am  not  complaining.  We  asked  for  it,  but  I  think  the 
main  thing  is  to  be  responsive  to  the  public  charge  and  at  the  same 
time  work  in  such  a  way  in  a  very  complicated  area  of  business 
that  will  not  inure  to  the  unjust  treatment  of  any  segment,  if  at  all 
possible. 

If  any  of  the  panel  members  has  any  additional  statements  or 
questions  you  might  want  to  direct,  I  will  be  glad  to  entertain  you, 
and  if  not,  we  will  stand  adjourned  until  further  call  of  the  Chair 
and  thank  you  very  much. 

It  is  about  12:15  o'clock  so  you  still  haven't  missed  out  too  much 
on  your  lunch  period,  but  thank  you  very  much.  I  sincerely  want  to 
thank  you. 

Thank  you,  Ms.  Goodman. 

Mr.  SiMMS.  Thank  you,  Mr.  Chairman. 

[Whereupon,  at  12:17  p.m.,  the  hearing  was  adjourned.] 
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Opening  Statement  of  Henry  B.  Gonzales,  Chairman 
Committee  on  Banking,  Finance  and  Urban  Affairs 

Hearing  on  Regulatory  Exclusions  Contained  In  Financial 
Institution  Officer  and  Director  Insurance  Policies 

November  17,  1993 

The  Committee's  recent  decision  to  vote  for  funding  of  the 
Resolution  Trust  Corporation  (RTC)  served  as  a  painful  reminder  of 
taxpayer  outrage  over  the  savings  and  loan  crisis.  One  issue  that 
continues  to  grate  at  taxpayers  is  the  notion  that  professionals 
such  as  officers,  directors,  accountants,  lawyers,  appraisers, 
bonding  companies  and  securities  brokers  who  were  negligent  in 
causing  the  failure  of  hundreds  of  banks  and  thrifts  have  escaped 
financial  responsibility  for  the  losses  they  caused. 

Under  my  leadership,  the  Committee  adopted  provisions  in 
FIRREA  and  FDICIA  that  granted  the  FDIC  and  RTC  with  much  needed 
powers  to  hold  professionals  accountable  for  negligence  that  led  to 
the  failure  of  hundreds  of  federally  insured  banks  and  thrifts. 
Those  provisions  were  a  commitment  on  the  part  of  the  Congress  to 
adopt  policies  that  would  maximize  recoveries  from  failed  thrifts 
and  banks.  But  as  we  will  learn  today,  more  can,  and  needs  to  be 
done  to  live  up  to  that  commitment  to  taxpayers. 

Today's  hearing  will  acquaint  you  with  the  issues  related  to 
regulatory  exclusions  which  are  contained  in  director  and  officer 
insurance  policies.  Both  the  FDIC  and  RTC  will  testify  that 
insurance  companies  use  of  regulatory  exclusions  is  a  major 
impediment  to  maximizing  recoveries  from  negligent  officers  and 
directors  of  failed  financial  institutions. 

In  effect,  regulatory  exclusions  are  an  effort  by  insurance 
companies  to  transfer  their  financial  responsibility  to  cover  the 
losses  caused  by  negligent  officers  and  directors  squarely  onto  the 
backs  of  taxpayers.  The  FDIC  and  RTC  estimate  that  as  a  result  of 
regulatory  exclusions  they  are  prevented  from  recovering  between 
$300  million  and  a  billion  dollars  from  failed  institutions. 

The  Congress  made  a  commitment  to  taxpayers  to  clean  up  the 
savings  and  loan  crisis  and  to  adopt  policies  that  will  help  to 
maximize  recoveries  from  those  persons  negligent  in  causing  the 
failure  of  federally  insured  banks  and  thrifts.  Allowing  for  the 
repudiation  of  regulatory  exclusions  will  provide  the  FDIC  and  the 
RTC  with  the  authority  they  need  to  maximize  recoveries  for  the 
taxpayers . 
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STATEMENT  OF  THE  HONORABLE  SPENCER  T.  BACHUS,  IE 

November  17,  1993 

Mr.  Chairman, 

I  want  to  thank  you  for  holding  this  hearing  today.    As  a  new  Member  to  this 
Committee,  I  was  not  involved  in  the  work  that  went  into  FIRREA  and 
FDICIA,  but  I  understand  the  need  to  make  necessary  changes. 

The  S&L  failures  of  the  80's  affected  all  of  our  communities,  but  unfortunately 
the  nightmare  is  still  a  reality  for  many.    There  are  thousands  of  directors  who 
served  on  the  boards  of  thrifts  that  failed.    Many  were  motivated  by  a 
commitment  to  their  community,  not  by  greed  or  potential  personal  gain. 

No  Member  of  Congress  should  argue  for  the  likes  of  Charles  Keating,  who 
personally  and  financially  benefitted  from  his  actions.    It  is  those  directors  who 
like  Keating,  should  be  punished  to  the  maximum  extent  of  the  law. 
Unfortunately,  it  may  also  be  those  directors  using  their  ill  gotten  gains  to 
secure  brilliant  legal  defense  work  who  are  able  to  escape  punishment. 

The  harshest  punishment  may  then  come  to  those  with  community  service  as 
their  motivation  who  must  defend  their  actions  with  no  insurance  coverage  and 
few  personal  resources.    Changes  in  regulatory  coverage,  like  those  we  are 
considering  today,  will  not  help  those  well-intentioned  directors  who  are  sued 
after  they  have  left  the  board  or  after  the  institution  has  closed. 

There  are  conscientious  directors  in  my  district  who  were  sued  by  the 
regulatory  agencies  in  1991  for  loans  they  made  in  1982,  over  nine  years  after 
the  loans  were  made  and  two  years  after  their  institutions  closed. 

My  advice  to  the  Committee  is  consider  both  types  of  directors.    There  may  be 
some  more  villains  out  there  like  Charles  Keating  and  we  should  try  to  locate 
and  punish  them,  but  there  are  also  many  more  heroes  like  Jimmy  Stewart's 
character  in  "It's  a  Wonderful  Life"  and  we  must  protect  them  as  well. 
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Good  morning,  Mr.  Chairman  and  members  of  the  Committee.   My 
name  is  John  V.  Thomas.   I  am  an  Associate  General  Counsel  in  the 
FDIC's  Legal  Division  and  have  served  as  the  head  of  the 
Professional  Liability  Section  ("PLS")  for  over  five  years.   We 
appreciate  the  opportunity  to  discuss  the  mission  of  PLS  and  the 
impact  of  regulatory  exclusion  provisions  in  directors'  and 
officers'  liability  insurance  policies. 

PLS  Mission  and  Policy 

The  mission  of  PLS,  at  its  most  basic,  is  to  maximize  the 
net  present  value  of  recoveries  from  the  FDIC's  portfolio  of 
meritorious  cases  against  officers,  directors  and  professional 
advisors  (attorneys,  accountants,  appraisers,  and  securities  and 
commodities  brokers)  and  their  insurers  for  the  Bank  Insurance 
Fund  and  the  FSLIC  Resolution  Fund,  which  the  FDIC  manages. 

But  our  mission  goes  beyond  maximizing  recoveries.   Also 
important  is  our  role  in  ensuring  that  responsible  individuals 
will  be  held  accountable,  and  that  all  potential  defendants  will 
be  treated  fairly. 

PLS  lawsuits  are  civil  actions,  and  should  be  distinguished 
from  administrative  enforcement  actions  involving  "institution- 
affiliated  parties."   PLS  lawsuits  usually  are  based  on  tort  law 
and  filed  in  federal  court.   Less  often,  we  will  claim  breach  of 
contract. 
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It  should  be  clear  at  the  outset,  however,  that  the  great 
majority  of  American  bank  directors  and  officers,  who  serve  their 
institutions  diligently  and  honestly,  have  no  reason  to  fear  a 
PLS  lawsuit.   Because  most  institutions  do  not  fail,  the  vast 
majority  of  directors  2uid  officers  will  never  be  faced  with  the 
issue  of  liability.   In  addition,  the  FDIC  does  not  sue  former 
officers  and  directors  of  failed  institutions  when  properly 
underwritten  loans  go  bad  simply  because  of  an  unforeseen 
downturn  in  the  economy  or  the  collapse  of  the  real  estate 
market.   If  loans  were  sound  at  the  time  they  were  made,  we  do 
not  pursue  the  bank's  managers,  even  if  the  loans  ultimately 
cause  a  loss. 

Before  a  PLS  lawsuit  is  filed,  the  FDIC  employs  a  multi- 
layered  review  process.   PLS  lawsuits  must  be  approved  by  the 
FDIC's  Board  of  Directors.   The  Board  will  approve  a  PLS  lawsuit 
only  if  a  two-pairt  test  C£ui  be  satisfied: 

(1)  the  case  appears  sound  on  the  merits  —  both  on  the 
facts  and  on  the  law;  and 

(2)  the  case  is  likely  to  be  cost-effective;  that  is,  there 
are  sufficient  personal  assets  or  insurance  to  suggest  that 
we  will  recover  significantly  more  than  we  spend  in 
prosecuting  the  lawsuit.^ 


^In  rare  instances,  policy  considerations  may  dictate  that 
suit  should  be  brought  despite  questions  concerning  the  cost- 
effectiveness  of  the  suit  viewed  in  isolation. 
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This  does  not  mean  that  wrongdoers  without  assets  will  not 
be  held  accountable.   Where  appropriate,  bank  regulators 
prosecute  administrative  enforcement  actions  (e.g.,  prohibition, 
removal,  restitution,  civil  money  penalty,  and  cease-and-desist 
orders)  and  the  Department  of  Justice  pursues  criminal 
prosecution  and  civil  money  penalty  actions. 

Types  of  Lawsuits  Against  Directors  and  Officers 

PLS  lawsuits  against  officers  and  directors  usually  allege 
breach  of  fiduciary  duty  —  either  the  duty  of  loyalty  or  the 
duty  of  care.   When  suit  is  filed,  we  usually  sue  all  similarly 
situated  officers  and  all  similarly  situated  directors. 

The  most  obvious  cases  involve  insider  abuse,  a  clear  breach 
of  the  duty  of  loyalty.   For  example,  we  will  sue  directors  for 
bad  loans  made  to  themselves  or  to  corporations  controlled  by 
them  when  they  have  failed  to  make  full  disclosure  or  to  comply 
with  applicable  requirements,  or  for  other  actions  that  have 
injured  the  bank  for  their  own  benefit. 

The  more  common  case  against  directors  and  officers, 
however,  is  for  breach  of  the  duty  of  care,  most  often  for  bad 
lending.   Usually,  the  basis  for  suit  is  a  pattern  of  bad 
lending,  although  in  some  cases  a  single  transaction  has  been 
enough  to  justify  suit.   We  sue  only  for  loans  that  were  bad  at 
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inception,  not  for  loans  that  went  bad  for  some  unforeseeable 
reason.   Common  exeunples  include  (1)  loans  made  with  no  or 
inadequate  financial  information  about  the  borrower,  (2)  credit 
advanced  even  though  the  availeible  information  indicated  the 
borrower  lacked  the  means  to  repay,  (3)  loans  made  despite 
obviously  inadequate  collateral,  and  (4)  loans  that  violated 
legal  restrictions  such  as  limits  on  loans  to  a  single  borrower. 

The  most  common  basis  for  suing  outside  directors  is  their 
failure  to  supervise  the  bank's  progreun  for  making  loans  to  third 
parties.   These  cases  tend  to  follow  a  pattern:   Bank  examiners 
uncover  a  substantial  number  of  bad  loans  (usually  with  the 
problems  described  eibove)  2uid  also  give  the  bank  a  composite 
("CAMEL")  rating  of  3  or  worse  —  indicating  that  the  bank  is 
troubled.   The  exeuniners  detail  their  findings  in  a  report  to  the 
bank's  board,  but  the  board  makes  no  serious  efforts  to  correct 
the  lending  practices.   Thereafter,  the  bank  fails,  due  largely 
to  a  continuation  of  the  seune  defective  lending  practices  that 
the  exeuniners  had  criticized.   In  such  a  situation,  the  FDIC 
usually  will  sue  the  outside  directors  for  losses  stemming  from 
the  defective  loans  made  after  the  exeuniners'  warning. 

PLS  Caseload  and  Recoveries 

Historically,  the  FDIC  has  sued  officers  and  directors,  the 
most  common  PLS  defendants,  in  approximately  22  to  24  percent  of 
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all  failed  banks.  See   Exhibit  A.   Suit  has  not  been  brought  in 
the  remaining  approximately  76  to  78  percent  because  at  least  one 
of  the  two  tests  was  not  met  —  there  was  no  substantial, 
actioneible  misconduct,  or  there  were  insufficient  recovery 
sources  to  make  the  case  cost-effective. 

As  of  October  30,  1993,  PLS  had  open  files  involving  442 
institutions,  71  old  FSLIC  thrifts  and  371  banks,   included  among 
these  were  232  pending  lawsuits,  involving  142  claims  against 
officers  and  directors,  44  against  attorneys,  12  against 
accountants,  26  against  bond  carriers  and  smaller  numbers  against 
appraisers  and  brokers. 

Since  1987,  PLS  has  recovered  $842  million  from  claims 
against  officers  and  directors.^   The  bulk  of  these  recoveries 
has  come  from  directors'  and  officers'  (D&O)  insurance. 

Regulatory  Exclusion 

Future  recoveries,  however,  are  seriously  threatened  by 
"regulatory  exclusions"  in  D&O  insurance  policies.   The  stakes 
are  high.   The  FDIC's  open  PLS  files  implicate  over  $500  million 


^Since  1987,  PLS  has  recovered  a  total  of  $1.8  billion  from 
all  professional  lieibility  claims.  During  that  same  period,  PLS 
had  total  expenses  of  $465  million  ($365  million  for  outside 
counsel  and  $109  million  for  in-house  legal  and  investigative 
staff)  for  an  overall  recovery-to-cost  ratio  of  3.81  to  1.  See 
Exhibit  B. 
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in  D&O  insurance  policies  with  regulatory  exclusions.   Without 
collectible  insurance  proceeds,  many  of  these  claims  will  not  be 
cost-effective  to  pursue,  no  matter  how  egregious  the 
mismanagement . 

D&O  insurance  typically  is  purchased  by  a  bank  for 
protection  of  the  directors  emd  officers  (and,  to  the  extent  it 
has  agreed  to  indemnify  the  officers  and  directors,  the 
institution  itself)  against  the  risks  posed  by  liability  for 
claims  for  negligence,  gross  negligence  or  breach  of  fiduciary 
duty.   Directors  and  officers  are  protected  by  D&O  insurance  when 
the  bank,  for  various  reasons,  may  not  or  cannot  indemnify  them. 
Under  such  circumstances,  the  directors'  and  officers'  sole 
protection  against  paying  defense  costs  and  any  judgment  is  the 
D&O  policy.   Upon  failure  of  a  bank,  the  FDIC,  as  receiver,  looks 
to  the  D&O  policy,  as  well  as  the  personal  assets  of  the  culpable 
directors  and  officers,  for  recovery  sources. 

Regulatory  exclusions  began  to  appear  in  D&O  policies  prior 
to  the  enactment  of  FIRREA  following  several  bank  failures  in  the 
early  1980s.'  In  its  simplest  form,  the  regulatory  exclusion 
purports  to  exclude  from  coverage  all  claims  for  mismanagement 
and  other  wrongdoing  brought  by  the  FDIC  and  RTC  as  conservator 
or  receiver  of  failed  institutions.   As  insurers  themselves 


'Regulatory  exclusions  also  have  begun  to  appear  in  some 
attorney  malpractice  and  accountant  liability  policies. 
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concede,  most  of  these  policies  would  cover  the  very  same  claims 
if  asserted  by  other  plaintiffs,  such  as  shareholders  in  a 
derivative  action.   Thus,  the  practical  effect  of  enforcing  the 
regulatory  exclusion  is  to  deprive  the  FDIC  of  insurance  proceeds 
that  would  have  been  paid  had  the  shareholders  filed  the  very 
same  claims. 

Early  court  decisions  found  regulatory  exclusions 
unenforceable  either  due  to  ambiguities  or  as  violative  of  public 
policy.   But  decisions  since  FIRREA  largely  have  upheld  them, 
finding  a  Congressional  intent  under  12  U.S.C.  §1821(e)(12)  to 
provide  a  special  exception  for  insurance  companies  that  is  given 
to  no  other  industry. 

Section  1821(e) (12),  added  by  FIRREA,  states: 


(12)  Authority  to  enforce  contracts 

(A)  In  general 

The  conservator  or  receiver  may  enforce  any 
contract,  other  than  a  director's  or  officer's 
liability  insurance  contract  or  a  depository  insurance 
bond,  entered  into  by  the  depository  institution 
notwithstanding  any  provision  of  the  contract  providing 
for  termination,  default,  acceleration,  or  exercise  of 
rights  upon,  or  solely  by  reason  of,  insolvency  or  the 
appointment  of  a  conservator  or  receiver. 

(B)  Certain  rights  not  affected 

No  provision  of  this  paragraph  may  be  construed  as 
impairing  or  affecting  any  right  of  the  conservator  or 
receiver  to  enforce  or  recover  under  a  directors  or 
officers  liability  insurance  contract  or  depository 
institution  bond  under  other  applicable  law. 
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This  provision  clarifies  the  FDIC's  general  authority  as 
receiver  or  conservator  to  enforce  any  contract  entered  into  by  a 
financial  institution  prior  to  failure,  notwithstanding  any 
termination  upon  insolvency  clauses.   These  clauses  generally 
seek  to  keep  assets  away  from  receivers,  and  thus  have  been  found 
unenforceable  in  commercial  bamJcruptcy  contexts.   Expressly 
excluded  from  this  provision,  however,  are  D&O  policies  and 
depository  institution  bonds.   The  savings  clause,  subparagraph 
(B) ,  was  inserted  in  an  effort  to  preserve  existing  arguments 
against  enforcement  of  regulatory  exclusions,  including  the 
public  policy  argument  that  up  to  that  point  had  provided  a 
successful  basis  for  challenging  enforcement  of  regulatory 
exclusions. 

Unfortunately,  since  the  1990  decision  in  FDIC  v.  Aetna 
Casualty  &  Co. .  903  F.2d  1073  (6th  Cir.  1990),  many  courts  have 
interpreted  the  statutory  exception  in  subparagraph  (A)  as  a 
statement  of  Congressional  support  for  enforcement  of  the 
regulatory  exclusion.   These  courts  have  relied  on  this  statutory 
exception  despite  the  express  instruction  in  §1821(e) (12) (B)  not 
to  use  it  to  impair  the  rights  of  the  conservator  or  receiver 
"under  other  applicable  law." 

In  addition  to  decisions  based  on  general  public  policy 
grounds,  such  other  applicable  law  includes  12  U.S.C. 
§1821(d) (2) (A) ,  also  added  by  FIRREA,  which  provides  an  expansive 
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statement  of  the  FDIC's  rights  as  receiver,  specifying  that  the 

FDIC  succeeds  to: 

all  the  rights,  titles,  powers  of  the  insured 
depository  institution,  and  of  any  stockholder,  member, 
accountholder,  depositor,  officer,  or  director  of  such 
institution  with  respect  to  the  institution  and  the 
assets  of  the  institution  . . . 


Although  the  Aetna  case  dealt  with  a  bond  rather  than  a  D&O 
policy,  the  Sixth  Circuit's  reasoning  regarding  public  policy  and 
§1821 (e) (12) (A)  was  so  broad  that  insurance  carriers  rely  heavily 
on  the  decision,  with  great  success,  in  D&O  coverage  disputes. 
Before  Aetna,  the  courts  had  enforced  the  regulatory  exclusion 
against  the  FDIC,  FSLIC  and  RTC  in  only  3  cases  as  compared  to  7 
cases  where  they  refused  enforcement.   Following  Aetna,  an 
overwhelming  trend  in  favor  of  enforcing  the  exclusion  developed 
with  the  courts  enforcing  the  exclusion  in  31  cases  and  not 
enforcing  it  in  6.  See   Exhibit  C.   The  overall  count  is  13  wins 
for  the  federal  agencies  and  34  losses,  including  losses  in  six 
U.S  Court  of  Appeals  decisions.   So  far  in  1993,  the  FDIC  has  won 
only  one  case  and  lost  seven.  See   Exhibit  D. 

The  impact  of  §1821(e) (12) (A)  and  (B)  on  D&O  coverage 
disputes  is  nowhere  more  evident  than  in  the  distinctly  different 
holdings  in  the  federal  appellate  and  state  supreme  court 
decisions  in  FDIC  v.  American  Casualty  Co. .  975  F.2d  677  (10th 
Cir.  1992)  (the  "Gary"  decision)  and  FDIC  v.  American  Casualty 
Co^,  843  P. 2d  1285  (Colo.  1992)  (the  "Bowen"  decision).   In  Gary, 
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the  FDIC  brought  suit  against  several  directors  and  officers  of 
Security  Bank,  state-chartered  in  Oklahoma,  for  $2  million  for 
negligence  and  breach  of  fiduciary  duty,  and  the  directors  and 
officers  sued  the  D&O  carrier  for  coverage.   On  appeal,  the  Tenth 
Circuit,  while  noting  that  FIRREA  "enhanced  the  regulatory  and 
enforcement  powers  of  the  FDIC,"  and  that  the  FDIC's 
1821(d) (2) (a)  argument  might  provide  a  basis  for  voiding  the 
exclusion  in  the  absence  of  a  Congressional  statement  on  the 
question  of  D&O  regulatory  exclusions,  held  nevertheless  that 
Congress,  in  enacting  Section  1821(e) (12)  with  its  "neutrality" 
provision,  intended  that  no  provision  in  FIRREA  could  be  read  to 
express  an  explicit,  well-defined  or  dominant  public  policy  to 
void  the  regulatory  exclusion.   On  that  basis,  the  court  found 
that  enforcing  the  regulatory  exclusion  did  not  violate  public 
policy. 

Bowen  involved  a  state-chartered  failed  bank  in  Colorado 
where  the  FDIC  successfully  brought  suit  against  three  directors 
and  obtained  a  judgment  of  over  $3  million.   The  FDIC  sought  to 
garnish  a  $1  million  D&O  policy,  which  contained  a  typical 
regulatory  endorsement.   On  appeal,  the  Colorado  Supreme  Court 
held  that  the  regulatory  endorsement  violated  state  public  policy 
as  evidenced  by  Colorado's  banking  code.   Colorado  law,  much  like 
federal  law,  gives  the  receiver  the  power  to  marshall  and 
liquidate  assets,  including  claims  for  mismanagement  by  directors 
and  officers,  for  equitable  distribution  to  depositors,  creditors 
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and  shareholders.   Significantly,  Colorado  law  does  not  have  an 

analogue  to  12  U.S.C.  §1821(e) (12) .   In  the  words  of  the  court: 

If  the  bank's  stockholders  could  have  brought  a 
derivative  action  against  the  bank  or  its  former 
directors...  and  then  could  have  garnished  the  proceeds 
of  the  [D&O]  insurance  policy  to  satisfy  the  judgment, 
it  strains  logic  to  prohibit  the  FDIC  from  garnishing 
the  same  insurance  proceeds  to  satisfy  the  previously 
determined  liability  of  the  former  directors  for  losses 
not  only  caused  to  the  bank's  depositors  and  creditors 
but  also  to  the  bank's  stockholders.  843  P. 2d  at  1294. 

Unfortunately,  in  response  to  this  case,  the  Colorado  legislature 
enacted  legislation  making  regulatory  exclusions  enforceable  in 
policies  issued  after  the  Bowen  decision. 

As  demonstrated  by  these  two  decisions,  it  is  clear  that 
enforcement  of  the  regulatory  exclusion  deprives  the  FDIC  of 
receivership  rights.   Moreover,  in  the  absence  of  a  state 
analogue  to  §1821(e) (12) ,  the  Colorado  Supreme  Court  found  the 
argument  sufficient  to  invalidate  the  exclusion.   Thus,  the 
effect  of  §1821(e) (12)  is  anything  but  neutral.   Instead,  it  has 
caused  the  FDIC  to  lose  a  series  of  D&O  coverage  cases. 

We  are  also  concerned  about  the  impact  that  enforcement  of 
the  regulatory  exclusion  is  having  on  inducing  talented 
individuals  to  assume  or  remain  in  bank  directorships.   While 
there  is  little  empirical  evidence  on  the  issue, ^  the 


"See  Report  on  Directors'  and  Officers'  Liability  Insurance 
and  Depository  Institution  Bonds  Pursuant  to  Section  220(b)  of  the 
Financial  Institutions  Reform,  Recovery,  and  Enforcement  Act  of 
1989    (Sept.  13,  1991)  at  14. 
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conventional  wisdom  is  that  banks  and  other  corporations  have 
difficulty  attracting  competent  individuals  without  providing 
broad  coverage  for  the  risk  of  litigation.   We  do  not  agree  with 
the  arg\iments  advanced  by  some  carriers  that  enforceable 
regulatory  exclusions  are  necessary  to  keep  D&O  insurance 
available  and  affordable.   D&O  insurance  has  been  reasonably 
availeible  to  solvent,  well-run  institutions  since  the  mid-1980s 
and  should  continue  to  be  so. 

While  it  may  be  the  case  that  without  the  exclusion,  D&O 
insurance  would  be  less  available,  or  at  least  prohibitively 
expensive,  for  troubled  banks,  policies  with  enforceable 
regulatory  exclusions  provide  only  minimal  coverage  in  any  event. 
Thus,  the  effect  of  regulatory  exclusions  has  been  that  troubled 
banks  pay  out  huge  sums  in  premiums  but  directors  and  officers 
still  may  be  forced  to  pay  multi-million  dollar  claims  out  of 
their  o%m  funds. 

In  one  striking  exaunple.  First  RepublicBank  Corporation  paid 
$12  million  for  a  $15  million  D&O  policy  with  a  regulatory 
exclusion  to  cover  the  holding  company  and  its  40-some  bank 
svibsidiaries.   It  also  purchased  a  $10  million  excess  policy  with 
a  similar  provision  that  limited  coverage  in  FDIC  suits  to  only 
$1  million.   When  the  FDIC  sued  the  directors,  they  sought 
coverage  for  their  defense  costs  and  any  judgment.   But  because 
the  court  upheld  the  regulatory  exclusion,  the  directors  were 
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required  to  fund  their  own  defense  costs  and  to  pay  all  but  $1 
million  of  the  $23  million  settlement  from  their  personal  assets. 

Thus,  D&O  policies  with  enforceaible  regulatory  exclusions 
may  provide  coverage  for  smaller  risks  —  for  example,  wrongful 
termination  suits  by  lower-level  employees  —  but  they  simply  do 
not  provide  coverage  for  what  carriers  regard  as  a  major  risk  — 
suits  by  the  FDIC  and  the  RTC.   It  is  difficult  to  believe  that 
such  limited  coverage  would  attract  fully  informed  individuals  to 
serve  on  bank  boards^ 

Depository  Institution  Bonds 

Judicial  interpretation  of  provisions  in  depository 
institution  bonds  in  light  of  §1821(e)(12)  also  haunper  the 
ability  of  the  FDIC  to  recover  for  losses.   Unlike  D&O 
provisions,  most  bond  provisions  do  not  expressly  prohibit  claims 
by  the  FDIC  or  the  RTC.   Instead,  they  contain  termination 
clauses,  which,  effectively,  require  discovery  of  the  claim 
before  failure,  thus  impairing  significantly  the  ability  of  the 
FDIC  as  receiver  to  recover  on  numerous  bonds. 

Banks  and  thrifts  purchase  these  bonds  (also  called  fidelity 
bonds  or  bankers  blanket  bonds)  as  insurance  against  the 


^Suggested  amendments  to  12  U.S.C.  §1812(e)(12)  to  stop  the 
enforcement  of  regulatory  exclusions  are  attached  as  Exhibit  E. 
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"dishonest  acts"  of  employees,  officers  and,  in  certain 
circumstances,  directors.   Unlike  D&O  policies,  which  are 
"claims-made  policies"  (the  policy  must  be  in  effect  when  the 
claim  was  made),  bonds  are  normally  "discovery  policies," 
requiring  that  the  dishonest  act  be  discovered  during  the  term  of 
the  bond.   If  discovery  occurs  during  the  bond  period,  there  is 
coverage  even  though  the  dishonesty  may  not  be  reported  to  the 
carrier  until  after  the  bond  terminates. 

Prior  to  the  1980s,  the  standard  form  for  bonds  generally 
contained  provisions  that  permitted  the  banks  or  the  FDIC  to 
purchase  an  additional  "discovery  period."   This  allowed  the  FDIC 
to  conduct  its  own  investigation  to  determine  whether  any  covered 
acts  leading  to  losses  had  occurred  before  the  bank  failed,  and, 
if  so,  to  make  a  claim.   But  beginning  in  the  1980s,  the  standard 
form  eliminated  the  right  of  the  FDIC  to  purchase  a  discovery 
period  and  further  provided  that  any  discovery  periods  purchased 
by  the  bank  were  terminated  upon  takeover  by  the  FDIC.   In  1986, 
discovery  periods  disappeared  altogether  from  standard  form 
bonds . 

FDIC  efforts  to  fight  the  effects  of  termination  provisions 
also  have  been  stymied  by  court  interpretation  of  §1821(e) (12) . 
As  exemplified  by  the  Aetna  decision,  courts  have  interpreted 
this  provision  as  a  statement  of  Congressional  policy  that 
bonding  companies  are  free  to  enforce  termination  on  insolvency 
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clauses  against  the  FDIC,  thus  limiting  our  ability  to  collect  on 
numerous  policies. 

State  Attempts  to  Lower  the  Standard  of  Care 

Further  threats  to  the  FDIC's  efforts  to  hold  directors  and 
officers  accounteUsle  for  mismanagement  are  renewed  state  attempts 
to  lower  the  standard  of  care  required  of  bank  directors  and 
officers.   To  address  an  earlier  round  of  state  laws  that  allowed 
directors  and  officers  to  escape  liability  absent  reckless, 
wanton,  willful  or  intentional  misconduct.  Congress  enacted 
section  ll(k)  of  FIRREA,  12  U.S.C.  §1821(k),  which  provides  that 
a  director  or  officer 


may  be  held  personally  liable  ...  for  gross  negligence, 
including  any  similar  conduct  or  conduct  that  demonstrates  a 
greater  disregard  of  duty  of  care  (than  gross  negligence) 
including  intentional  tortious  conduct,  as  such   terms  are 
defined  and  determined  under  applicable  State  law.      Nothing 
in  this  paragraph  shall  impair  or  affect  any  right  of  the 
Corporation  under  other  applicable  law.  (emphasis  supplied) 


It  is  clear  that  this  provision  intended  that  gross 
negligence  act  as  the  floor  for  director  and  officer  conduct. 
Under  the  savings  clause,  state  law  could  impose  a  higher 
standard  of  care  on  directors  and  officers  by  making  them  liable 
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for  simple  negligence,*  but  it  could  not  protect  them  through 
statutes  making  them  liable  only  for  misconduct  greater  than 
gross  negligence,  such  as  intentional,  wanton,  willful  or 
reckless  conduct. 

As  recently  reported  in  The  National    Law  Journal    (Sept.  13, 
1993,  at  1),  at  least  seven  states^  —  Kansas,  Nebraska, 
Oklahoma,  South  Dakota,  Texas  and  Utah  —  have  rewritten  their 
banking  laws  in  an  attempt  to  restrict  the  FDIC's  and  RTC's 


'  It  is  well-settled  that  Section  11 (k)  did  not  preempt  state 
laws  that  provide  a  higher  (simple  negligence)  standard  of  care. 
To  date,  the  only  two  federal  appellate  courts  to  have  addressed 
this  issue  have  reached  this  conclusion.  FDIC  v.  McSeeney,  976 
F.2d   532    (9th   Cir.    Sept.    30,    1992),    cert,    denied, 

Sup.    Ct.    fJune  I,  1993);    FDIC   v.    Canfield,     967   F.2d   443 

(10th  Cir.  June  23,  1992)  (en  banc),  cert,  denied,  113  S.  Ct.  516 
(Nov. 24,  1992).  The  federal  district  courts  so  far  have  decided 
40-1  in  favor  of  this  proposition. 

Ironically,  however,  the  courts  generally  also  have  held  that 
§  11 (k),  despite  its  savings  clause,  displaced  long-established 
federal  conwnon  law,  which  established  simple  negligence  as  the 
standard  of  conduct  for  officers  and  directors  of,  at  minimum,  all 
federally-chartered  financial  institutions.  To  date,  one  appellate 
court  has  so  held,  RTC  v.  Gallagher,  No.  92-4023  (7th  Cir.  Nov. 9, 
1993)  ,  and  the  district  courts  are  split  16-2  in  favor  of  this 
proposition  that  §  11 (k)  displaced  all  federal  common  law.  In 
addition,  a  number  of  these  courts  —  including  the  Seventh  Circuit 
in  Gallagher  and  several  district  courts  —  have  further  held  that 
state  law  does  not  apply  to  federally-chartered  institutions  and, 
thus,  even  in  states  that  provide  a  simple  negligence  standard  of 
liability,  the  only  cause  of  action  available  to  the  FDIC  and  RTC, 
at  least  when  they  sue  on  behalf  of  national  banks  or  federally- 
chartered  thrifts,  is  to  sue  for  gross  negligence  under  §  ll(k). 

''PLS  currently  has  178  open  files  in  these  states  —  3  in 
Kansas,  18  in  Louisiana,  14  in  Oklahoma,  1  in  South  Dakota,  2  in 
Utah,  none  in  Nebraska,  and  140  in  Texas.  Included  among  these 
files  are  96  D&O  lawsuits  —  1  in  Kansas,  14  in  Louisiana,  10  in 
Oklahoma,  1  in  South  Dakota,  2  in  Utah,  none  in  Nebraska,  and  68  in 
Texas . 
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ability  to  sue  directors  of  failed  banks  within  their  states. 
Some  of  theses  states  attempt  to  exploit  what  they  see  as  a 
loophole  in  section  11 (k).   They  read  the  statute  as  permitting 
the  states  to  redefine  "gross  negligence"  in  the  context  of  suits 
against  bank  directors  as  reckless,  willful,  or  wanton 
misconduct.   For  exeunple,  the  Kansas  statute  defines  the 
applicable  standard  of  care  for  bank  directors  as  "acts  or 
omissions  which  constitute  willful   or  gross  and  wanton  negligent 
breach..."   1993  Kans.  Sess.  Laws  288  §1.   Similarly,  in  the 
context  of  suits  against  bank  directors,  Louisiana  defines  gross 
negligence  as  "a  reckless   disregard  of,  or  carelessness  amounting 
to  indifference  to  the  best  interests  ..."   La.  Rev.  Stat.  Ann. 
§6:703  (9)  (West  1993).'  And  in  these  states,  this  lower 
standard  apparently  applies  only  to  bank  directors,  requiring 
higher  standards  of  directors  of  other  corporations  — 
corporations  not  backed  up  by  federal  deposit  insurance. 

Nebraska,  Oklcihoma,  South  Dakota,  and  Texas,  have  gone  one 
step  further,  singling  out  the  FDIC  and  the  RTC  to  make  a  harder 
showing  than  other  plaintiffs,  such  as  shareholders  in  a 


^Although  most  of  their  statutes  are  too  new  to  have  been 
interpreted  by  the  courts,  the  other  five  states,  Texas,  Oklahoma, 
South  Dakota,  Utah,  and  Nebraska,  do  not  appear  to  have  redefined 
gross  negligence. 
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derivative  action.'  We  believe  these  discriminatory  statutes 
are  in  clear  violation  of  the  Supremacy  clause. 

Furthermore,  all  these  states  attempt  to  make  the  statutes 
retroactive,  either  expressly  or  by  stating  that  they  were 
intended  to  clarify  "existing  law." 

If  these  state  statutes  are  permitted  to  stand,  we  will  have 
come  full  circle,  with  the  very  standards  Congress  acted  to 
preempt  with  section  11 (k)  being  reinstated  under  the  guise  of  a 
definition  of  "gross  negligence."" 

We  appreciate  the  opportunity  to  appear  today  and  would  be 
pleased  to  provide  any  assistance  the  Committee  may  wish  on 
proposed  legislation.   I  will  be  happy  to  answer  any  questions. 


'Utah  takes  a  slightly  different  approach,  eliminating  the 
personal  liability  of  directors  and  officers  of  an  institution 
whose  accounts  are  fully  insured  by  the  FDIC. 

"A  suggested  amendment  to  12  U.S.C.  §1821 (k)  to  include  a 
definition  of  "gross  negligence"  is  attached  as  Exhibit  F. 
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RESULTS  OF  D&Q  INVESTIGATIONS  BY  BANK' 


Yesr 

BanKa 

Investigations 
-  Closed          Pending 

Pre-Filing 
Settlement 

Suits 

Filed 

1985 

120 

72 

4 

10 

34 

1986 

145 

89 

3 

9 

44 

1987 

203 

155 

9 

2 

37 

1988 

221* 

184 

12 

1 

24 

1989 

207^ 

76 

126 

0 

5 

1990 

169 

10 

157 

0 

2 

1991 

127 

_a 

124 

0 

_Q 

1.192 

589 

435 

22 

146 

Average  Incidence  of  Suits 

RIed  (or  Pre-Suit  Settlements)  to  Bank 

Failures: 


1985-91: 

Overall 

14% 

Where  a  final  decision  has  been  made 

22% 

1985^: 

Overall 

23% 

Where  a  final  decision  has  been  made 

24% 

^Data  reflect  the  nusber  of  FDIC-insured  banks  failing  or 
assisted  between  1985  and  1991.   Data  are  as  of  December  31, 
1991. 

^Includes  as  separate  failed  banks  41  subsidiaries  of  First 
RepublicBank  Corporation. 

^Includes  as  separate  failed  banks  20  subsidiaries  of  MCorp 
and  24  subsidiaries  of  Texas  American  Bankshares  Inc. 
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EXHIBIT   C 


APPENDIX 


As  shown  in  the  following  chart,  the  agencies'  early  success  in  invalidating  the  Regulatory  Exclusion 
was  reversed  after  the  issuance  of  the  Sixth  Circuit's  Aetna  decision  on  the  validity  of  a  termination 
provision  in  a  fidelity  bond.   Before  the  Aetna  decision,  7  favorable  decisions  had  been  issued  (1 
involving  the  FDIC),  as  opposed  to  only  3  adverse  decisions  (1  involving  the  FDIC).  After  Aetna  the 
tide  turned.  Only  6  favorable  decisions  have  come  down  after  Aetna  (3  in  FDIC  cases),  while  31 
adverse  rulings  have  been  issued  (21  against  the  FDIC). 


REGULATORY  EXCLUSION  DECISIONS 


1                               Pre-Aetna 

Post-Aetna 

All  Decisions 

FDIC  only 

All  Decisions 

FDIC  only           | 

Nat 
Enforced 

Enforced 

Not 
Enforced 

Enforced 

Not 
Enforced 

Enforced 

Not 
Enforced 

Enforced 

]          7 

3 

1 

1 

6 

31 

3 

21 
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EXHIBIT   D 


1991  -  1993  REGULATORY  EXCLUSION  DECISIONS  ADVERSE  TO  THE 
FDIC  AND  D&O  INSURANCE  POLICY  LIMITS  AT  ISSUE 


Case 


Financial  Institution 


Policy 
Limits 


laai 

FDIC  V.  American  Casualty  Co.  of 
Reading,  Pa.,  814  F.  Supp.  1021 
(D.  Wyo.  1991) 

In  re  WMBIC  Indemnity 
Segregation  Account,  Case  No. 
85-CV-3361  (Cir.  a.  Dane 
County,  Wis.  Aug.  16,  1991); 
FDIC  V.  Continental  Casualty  Co., 
Civil  No.  90-1100,  1991  WL 
342560  (D.  Or.  Oct.  18,  1991) 

American  Casualty  Co.  of 
Reading,  Pa.  v.  FDIC,  944  F.  2d 
455  (8th  Cir.  1991) 


Saratoga  State  Banl<  (WY)       $1MM 


Banl<  of  the  Northwest 
(OR) 


Farmers  National  Banl<  of 
Aurelia,  Iowa 


$1MM 


$2MM 


1SS2 


FSLIC  as  Receiver  of  Sun  Belt 
Federal  Bank  v.  Shelton,  789  F. 
Supp.  1355  (M.D.  La.  1992) 


SunBelt  Federal  Ban(<, 
F.S.B.  (LA) 


$3MM 


American  Casualty  Co.  of 
Reading,  Pa.  v.  KJrschner,  No. 
91-C-0797-C  (W.D.  Wise.  May 
22,  1992) 


American  Bank  of  Alma,  $1  MM 

Wisconsin 


St.  Paul  Fire  and  Marine  Ins.  Co. 
V.  FDIC  as  Receiver  for  the  State 
Bank  of  Greenwald,  765  F.  Supp. 
538  (D.  Minn.  1991),  aff'd,  968 
F.2d  695  (8th  Cir.  July  2,  1992) 

FDIC  V.  American  Casualty  Co.  of 
Reading,  Pa.,  975  F.2d  677  (10th 
Cir.  1992) 


State  Bank  of  Greenwald, 
Minnesota 


Security  Bank  &  Trust  Co. 
of  Midwest  City  (OK) 


$1MM 


$1MM 


American  Casualty  Co.  of 
Reading,  Pa.  v.  Continisio,  92- 
1720  (D.N.J.  Sept.  11,  1992),  819 
F.  Supp.  785 


Rrst  Federal  Savings  & 
Loan  of  Hammonton,  New 
Jersey 


$40MM 
($3MM  per 
director/per  loss) 
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Fidelity  &  Deposit  Co.  of  Md.  v. 
Conner.  973  F.2d  1235  (5th  Cir. 
1992) 

Bartley  v.  National  Union 
Fire  Ins.  Co.  of  Pittsburgh,  Pa., 
No.  3-91-CV  1857-H  (N.D.  Tex. 
Dec.  11,  1991) 

1993 

FDIC  V.  American  Casualty  Co.  of 
Reading.  Pa..  995  F.2d  471  (4th 
Cir.  1993) 

American  Casualty  Co.  of 
Reading.  Pa.  v.  FDIC,  No.  1:91- 
CV-692  (W.D.  Mich.  Jan.  8. 
1993) 

American  Casualty  Co.  of 
Reading,  Pa.  v.  FDIC,  No.  91- 
1258-PHX-SMM  (D.  Ariz.  Feb.  9, 
1993) 

St  Paul  Fire  &  Casualty  Co.  v. 
FDIC,  No.  91-64-THOM  (M.D. 
Ga.  Mar.  18,  1993) 

American  Casualty  Co.  of 
Reading.  Pa.  v.  FDIC,  No.  S90- 
0496  (Br)  (S.D.  Miss.  Apr.  7. 
1993) 

FDIC  V.  American  Casualty  Co.  of 
Reading.  Pa.,  92-0292  (W.D.  La- 
Apr.  14,  1993) 

FDIC  V.  American  Casualty  Co.  of 
Reading,  Pa..  Nos.  91-3575.  91- 
3777.  1993  WL  218429  (7th  Or. 
June  21,  1993) 


Northwest  Commercial 
Bank  (TX) 


SIMM 


First  Republic  Bank  (TX)  $15MM 


Rdelity  Federal  Savings  &       $3MM 
Loan  Association  (MD) 


Rrst  State  Bank  of  White         $1  MM 
Cloud,  Michigan 


Universal  Savings  &  Loan       $1  MM 

Association,  Scottsdale, 

Arizona 


Southern  Federal  Bank  SIMM 

(GA) 


Rrst  Southern  Savings  SIMM 

Association  of  Jackson 
County,  Mississippi 


Louisiana  Bank  &  Trust  $5MM 

Co.  (LA) 


State  Bank  of  Cuba  OL)  SIMM 


Total    $79MM 
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Exhibit  E 
Suggested  Amendment  to  12  U.S.C.  §1821(e)(12) 

(1)  In  12  U.S.C.  §  1821  (e)  (12)  (A)  ,   DELETE  the  language 
"other  than" .  and  INSERT  instead  "including"  before  the 
clause  "a  director's  or  officer's  liability  insurance 
contract  or  a  depository  institution  bond" . 

(2)  In  the  same  provision,  INSERT  the  words  "or  coverage"  so 
the  final  clause  reads:  "termination,  default,  acceleration, 
exercise,  or  exclusion  of  rights  OR  COVERAGE,  upon,  or 
solely  by  reason  of.  insolvency  or  the  appointment  of  a 
conservator  or  receiver" . 

(3)  DELETE  subparagraph  (B)  from  12  U.S.C.  §1821  (e)  (12)  (B) 
in  its  entirety. 
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Exhibit  F 
Suggested  Amendment  to  12  U.S.C.  S1821(k) 

(1)  In  the  next  to  last  sentence  in  12  U.S.C.  §1821 (k) , 

DELETE  the  phrase  ".as  such  terms  are  defined  and 
determined  under  applicable  state  law" . 

(2)  Before  the  last  sentence  in  subsection  (k) ,  INSERT  the 

following: 

"For  purposes  of  this  subsection,  'gross  negligence'  is 
defined  as  a  manifestly  smaller  amount  of  watchfulness 
and  circumspection  than  the  circumstances  require  of  a 
person  of  ordinary  prudence.   Gross  negligence  differs 
from  ordinary  or  simple  negligence  in  the  degree  of 
inattention  to  duty,  with  gross  negligence  constituting 
a  more  conscious  disregard  of  duty.   Gross  negligence, 
however,  like  ordinary  negligence  differs  from  willful 
and  intentional  conduct  in  that  it  need  not  involve  a 
known  or  intended  result  or  injury." 


This  definition  is  adapted  from  the  common  law  (see  Black' s 
Law  Dictionary  (6th  Ed.  1990)  )  and  attempts  to  distinguish 
between  the  action,  or  inaction,  of  the  tortfeasor  and  any 
intended  result,  a  distinction  generally  accepted  between 
ordinary  and  gross  negligence,  on  the  one  hand,  and  intentional 
conduct,  on  the  other. 


62 
TESTIMONY 


OF 


THOMAS  HINDES 

ASSISTANT  GENERAL  COUNSEL  OF  THE 

PROFESSIONAL  LL\BILITY  SECTION 

OF  THE 
RESOLUTION  TRUST  CORPORATION 


BEFORE  THE 


COMMITTEE  ON  BANKING,  FINANCE  AND  URBAN  AFFAIRS 

OF  THE 
U.S.  HOUSE  OF  REPRESENTATIVES 


10:00  A.M. 

NOVEMBER  17,  1993 

ROOM  2129 

RAYBURN  HOUSE  OFFICE  BUILDING 


63 


Gcxxl  morning  Mr.  Chairman  and  members  of  the  committee.   Thank  you  for  your 
invitation  to  discuss  the  RTC's  views  on  (1)  the  nature  and  effect  of  regulatory  exclusions, 
that  is,  clauses  excluding  coverage  for  certain  claims  by  certain  Federal  entities,  in  director 
and  officer  liability  insurance  policies  and  (2)  the  impact  of  certain  state  laws  which  aim  to 
limit  the  liability  of  directors  and  officers  of  failed  institutions. 

At  the  outset,  Mr.  Chairman,  I  would  like  to  say  that  the  RTC  appreciates  your 
tireless  efforts  to  secure  passage  of  legislation  that  would  provide  final  funding  for  the  RTC. 
Your  legislation  would  enable  the  RTC  to  finish  its  job  and  stop  the  daily  losses  borne  by 
taxpayers  as  a  result  of  the  delayed  funding.   I  would  also  like  to  thank  the  members  of  the 
committee  here  today  who  also  have  supported  this  legislation. 

I  would  like  to  begin  by  providing  the  committee  with  some  general  background 
information  on  the  RTC's  activities  relating  to  directors  and  officers  of  failed  financial 
institutions.   RTC  investigates  and  prosecutes  civil  claims  against  the  directors  and  officers 
of  failed  thrifts  under  its  control  ~  thrifts  that  failed  after  January  1,  1989  and,  as  it  now 
stands,  before  October  1,  1993. 

When  the  Office  of  Thrift  Supervision  appoints  the  RTC  as  conservator  or  receiver  of 
a  failed  thrift,  it  is  the  job  of  the  RTC,  as  set  forth  in  applicable  statutes,  to  marshall  and 
realize  on  the  assets  of  the  thrift  in  order  to  maximize  the  recovery  from  those  assets  and 
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minimize  the  costs  to  the  taxpayer.   Claims  against  former  directors  and  officers  of  the  thrift, 
and  against  the  professionals  who  worked  for  the  thrift  are  assets,  and  the  RTC  investigates 
possible  causes  of  action  thoroughly  in  order  to  fulfill  its  statutory  duty. 

The  RTC  initiates  litigation  against  such  persons  only  when  responsible  officials  at  the 
agency  are  convinced  that  each  of  two  conditions  are  present:  (1)  that  there  is  a  substantial 
likelihood  the  named  targets  of  the  action  can  be  diown  to  have  breached  their  legal 
obligations  to  the  thrift;  and  (2)  that  there  are  funds  available,  whether  from  personal  assets 
of  the  targets,  from  insurance  proceeds,  or  from  (Mher  Intimate  sources  of  recovery,  to 
make  the  action  cost  effective.  In  each  instance,  thorough  litigation  risk  analysis  techniques 
are  used  to  estimate  whether  or  not  thoe  is  a  valid,  cost-effective  case.  In  most  suits  filed 
against  directors  and  officers  of  Called  thrifts,  the  RTC  has  sought  a  recovery  based  on 
claims  for  negligence,  gross  n^ligence  and  breach  of  fiduciary  duty. 

The  most  common  issue  in  our  director  and  ofGca  cases  is  imprudent  lending.  This 
often  involves  a  commitment  of  a  substantial  portion  of  the  failed  institution's  net  worth  to 
loans,  without  requiring  or  engaging  in  sufficiently  careful  undowriting  to  adequately  judge 
the  viability  of  the  loan  project  or  the  ability  of  the  borrowers  to  repay,  or  without  obtaining 
reliable  appraisals.  It  is  common  to  find  that  failed  thrifts  embarked  on  massive  commercial 
lending  programs  without  any  policies  or  procedures  to  govern  such  activity  or  in-house 
expertise  to  manage  the  programs.   It  is  fairly  typical  that  directors  and  officers  were  warned 
of  these  problems  with  their  lending  programs  and  loan  portfolios  by  r^ulators,  auditors  or 
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other  professionals,  but  they  failed  to  take  actions  reasonably  calculated  to  address  the 
problems. 

RTC  is  not  empowered  to  prosecute  criminal  claims.  Instances  of  suspected  criminal 
misconduct  uncovered  in  RTC  investigations  are  referred  to  the  proper  authorities  for  further 
investigation  and  prosecution. 

The  RTC  by  statute,  has  3  years  from  the  date  it  takes  control  of  an  institution  to 
bring  directors  and  officers  (D&O)  lawsuits.   As  of  November  8,  1993,  507  RTC  thrifts  had 
reached  the  three  year  statute  of  limitations  date.   In  217  or  43%  of  these  institutions,  the 
RTC  has  either  filed  or  continued  to  pursue  pending  inherited  cases  against  directors  and 
officers;  settled  claims  prior  to  litigation  against  directors  and  officers;  or  is  presently 
conducting  negotiations  with  directors  and  officers  under  agieemaits  that  "toll"  or  postpone 
the  expiration  of  the  statute  of  limitations.  In  the  remaining  247  institutions  which  have  not 
yet  reached  the  3  year  date,  we  have  sued,  settled  prior  to  suit,  or  continue  to  investigate 
directors  and  officers  in  188  or  76%  of  these  RTC  institutions.   Certainly,  many  of  these 
investigations  will  not  result  in  litigation,  but  it  is  too  soon  to  say  how  many. 

"REGULATORY  EXCLUSIONS" 

When  discussing  the  effect  of  "regulatory  exclusions"  in  D&O  policies  and  bonds,  it 
is  important  to  distinguish  between  these  two  categories  of  insurance.  First  of  all,  D&O 
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policies  provide  coverage  to  die  ^ed  institution  and  its  directors  and  officers  for  losses 
caused  to  third  parties  or  the  institution  as  a  result  of  negligence  in  conducting  the  affairs  of 
the  business.   Bonds,  on  the  other  hand,  provide  insurance  protection  to  the  institution  for 
losses  it  suffers  as  a  result  of  intentional  misconduct  by  its  employees.  The  typical  example 
of  a  bond  claim  might  be  the  employee  who  embezzles  the  institution's  funds.  Thus,  the  two 
types  of  insurance  are  mutually  exclusive. 

The  so-called  "regulatory  exclusion'  started  appealing  in  D&O  policies  in  the  mid- 
1980s.   Although  there  are  a  variety  of  formulations  for  these  clauses,  they  generally  provide 
that  the  insurer  is  not  liable  on  losses  for  claims  against  directors  and  officers  if  they  are 
asserted  by  a  list  of  agencies  which  may  include  the  FDIC,  FSLJC,  OTS  or  any  "regulatory" 
agency  acting  as  receiver,  omsovator  or  liquidator  of  the  institution.  Earlier  policies  did  not 
list  the  RTC  since  it  did  not  exist  until  late  in  1989,  but  the  insurers  argue  that  RTC  is 
covered  by  the  reference  to  other  n^ulatory  agencies.  The  policy  is  not  cancelled  upon  the 
failure  of  the  institution,  but  the  insuren  maintain  that  dieie  is  no  coverage  for  claims 
asserted  by  agencies  such  as  the  RTC  or  FDIC  standing  in  the  shoes  of  the  failed  institution. 

For  many  years,  bond  polides  have  contained  a  clause  which  automatically  terminates 
the  bond  at  the  time  the  institutioa  is  placed  under  the  control  of  a  regulatory  agency  acting 
as  receiver  or  liquidator  of  the  institutioa.  These  clauses,  unlike  the  D&O  regulatory 
exclusion,  do  not  eliminate  coverage  for  losses  resulting  from  claims  asserted  by  the  agency 
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after  termination  if  the  actions  were  "discovered"  prior  to  termination  and  proper  notice  and 
proof  is  provided. 

IMPACT  OF  AETNA  CASE 

Before  the  passage  of  FIRREA  in  1989  the  agencies  had  enjoyed  a  modicum  of 
success  attacking  the  regulatory  exclusion  in  D&O  policies  by  arguing  that  the  exclusion 
violated  public  policy.'   FIRREA  included  an  amendment  to  the  Federal  Deposit  Insurance 
Act  ("FDIA"),  12  U.S.C.  1821(e)(12),  that  provided  that  the  FDIC  and  RTC  can  enforce 
contracts  entered  into  by  a  failed  financial  institution  even  though  the  contract  states  that  it 
terminates  when  the  institution  becomes  insolvent.   However,  D&O  policies  and  fidelity 
bonds  are  made  a  specific  exception  to  this  provision.   Even  though  Section  1821(e)(12)(B) 
says  the  exception  for  D&O  policies  and  bonds  was  not  intended  to  impair  the  right  of  the 
agencies  to  enforce  these  insurance  policies  "under  other  applicable  law,"  the  damage  was 
done. 

In  the  case  of  FDIC  v.  Aetna,  which  involved  a  fidelity  bond,  not  a  D&O  policy,  the 
Sixth  Circuit  concluded  that  12  U.S.C.  1821(e)(12)  could  not  provide  the  basis  for  a 
dominant  public  policy  which  would  justify  voiding  automatic  termination  provisions 


'  With  respect  to  the  automatic  termination  provision  in 
fidelity  bonds,  however,  the  track  record  was  not  nearly  as  good. 
Courts  generally  were  inclined  to  uphold  these  provisions, 
influenced  in  part  by  the  fact  that  form  bond  language,  containing 
the  automatic  termination  clause,  had  been  approved  by  regulatory 
authorities.   See  Sharp  v.  FSLIC.  858  F.2d  1042  (5th  Cir.  1988). 
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contained  in  the  fidelity  bond  at  issue.  S^  Aetna  at  page  1077.  The  court  went  on  to  note 
that  although  Congress  could  require  the  procurement  of  fidelity  bonds^  and  could  set  terms 
which  avoided  the  problem  presented  by  automatic  termination  provisions,  it  had  not  done 
so.  IsL 

Although  as  noted,  Aetna  involved  a  fidelity  bond,  the  rationale  of  the  Court  has 
enjoyed  wide  acceptance  in  cases  involving  D&O  policies  encumbered  by  regulatory 
exclusions.   With  Congress,  through  FIRREA,  expressing  what  amounts  to  neutrality  on  the 
validity  of  regulatory  exclusions,  government  argimients  that  these  endorsements  violate 
federal  public  policy  have  lost  much  of  their  force. 

Since  FIRREA,  the  RTC  has  managed  to  prevail  in  only  4  cases  where  regulatory 
exclusions  were  in  place  (see  Exhibit  A)  while  we  have  lost  10  such  cases  involving  some 
$59  million  in  insurance  coverage.  In  two  of  die  cases  in  which  RTC  prevailed,  the  court 
relied  on  Colorado  public  policy  rather  than  federal  policy.  In  the  other  two,  we  were  able 
to  establish  that  the  carrier  failed  to  provide  the  considaation  required  under  Arkansas  law  to 
add  a  restrictive  endorsement  to  a  policy  during  the  renewal  process. 

During  the  life  of  the  RTC,  we  have  received  payments  on  judgments  and  settlements 
with  Directors  and  Officers  totalling  $83,699,212.  Of  that  total,  only  $28,900,000  has  come 


^  Pursuant  to  12  U.S.C.  1828(e),  Congress  has  permitted  the 
FDIC  to  require  federally  insvired  banks  to  purchase  fidelity  bond 
coverage.  The  RTC  has  no  such  authority. 
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from  D&O  policies.   At  this  time,  there  are  director  and  officer  cases  on  file  or  open 
investigations  in  connection  with  some  128  thrifts  which  had  D&O  insurance  at  the  time  of 
failure.^  The  total  insurance  provided  in  these  policies  is  nearly  $580,000,000.   But,  in 
every  instance  we  believe  there  are  regulatory  exclusions  encumbering  the  policies.* 

There  is  no  foolproof  way  to  calculate  the  amount  of  loss  to  the  taxpayers  as  a  result 
of  these  exclusions.    Many  policies  contain  other  endorsements  which  may  reduce  the 
effective  coverage  with  respect  to  our  claims.    Further,  because  D&O  policies  are  generally 
written  on  a  "claims  made"  basis,  notice  of  claims  or  potential  claims  typically  must  be 
received  by  the  carrier  during  the  policy  period  in  order  to  secure  coverage.    Carriers  have 
routinely  challenged  the  adequacy  of  notice  in  our  experience. 

It  also  should  be  noted  that  these  policies  are  "self-liquidating",  meaning  that  included 
within  the  coverage  limits  are  the  costs  which  will  have  to  be  expended  in  defense  of  the 


'  Most  of  the  thrifts  represented  in  this  number  are  those  in 
which  suit  has  already  been  filed.  With  regard  to  a  large  number 
of  the  thrifts  in  which  director  and  officer  investigations  are 
still  ongoing,  information  on  available  insurance  coverage  is  still 
being  collected.  It  is  likely  that  a  great  many  more  thrifts  with 
D&O  policies  encumbered  by  regulatory  exclusions  will  be  identified 
as  these  investigations  continue. 

*  In  a  few  of  these  institutions  RTC  is  maiking  arguments  that 
earlier  policies,  lacking  regulatory  exclusions,  are  also 
implicated  by  our  claims.  The  arguments  underlying  these  claims 
are  summarized  on  pages  10  and  11  of  this  testimony.  The  face 
value  of  these  earlier  policies  is  not  included  in  the 
$580,000,000. 
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litigation.   Thus,  a  $5  million  policy  would  be  depleted  to  $4  million  in  damages  coverage  if 
the  defense  costs  were  $1  million. 

Given  these  caveats,  we  would  predict  with  some  degree  of  certainty  that,  absent 
regulatory  exclusions,  the  value  of  the  RTC's  remaining  claims  against  directors  and  officers 
at  the  128  institutions  with  identified  policies  in  force  would  increase  by  at  least  $300 
million. 

Up  to  this  time,  the  RTC  has  had  responsibility  for  PLS  investigations  at  754  failed 
thrift  institutions.   Our  records  indicate  that  a  remarkable  number  of  these  thrifts,  at  least 
216  of  them,  did  not  have  any  D&O  coverage  in  force  at  the  time  of  failure.   Although  many 
of  these  institutions  may  have  had  insurance  at  earlier  periods  in  their  history,  coverage  had 
ceased  by  the  fail  date.   Since  these  policies  invariably  provide  "claims  made"  coverage,  i.e., 
the  policy  is  applicable  to  claims  on  which  notice  is  given  during  the  policy  period  without 
regard  to  when  the  underlying  conduct  occurred,  the  expired  policies  are  seldom  s^licable 
to  RTC  claims.   Only  about  20  institutions  under  RTC  control  were  able  to  obtain  insurance 
ftee  of  regulatory  endorsements.* 


'  We  have  not  attempted  to  keep  these  precise  records  with 
respect  to  the  numbers  of  failed  thrifts  that  had  fidelity  bond 
coverage  at  the  failure  date,  but,  since  applicable  regulations 
required  all  thrifts  to  have  fidelity  bond  coverage,  t:he  number  of 
thrifts  lacking  this  coverage  would  be  small.  There  was  no  such 
rec[uirement  with  respect  to  D&O  insurance.  In  any  event,  we  have 
not  encountered  any  bonds  which  did  not  contain  an  automatic 
termination  provision.  In  spite  of  these  provisions,  the  RTC  has 
recovered  just  over  $49  million  on  fidelity  bond  claims. 
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WHY  OFFICERS  AND  DIRECTORS  CHOOSE  TO  SERVE 
WITHOUT  LIABILITY  COVERAGE 

The  RTC  does  not  regulate  open  thrift  institutions,  so  it  has  no  occasion  to  gather 
information  about  the  motivation  of  individuals  who  choose  to  serve  as  thrift  officers  and 
directors.   It  would  seem  to  be  counter-intuitive  to  suggest  that  persons  would  be  encouraged 
to  serve  or  remain  in  service  in  these  positions  absent  effective  insurance  coverage  with 
respect  to  negligent  acts.   Since  our  records  show,  however,  that  over  one-fourth  of  all  RTC 
institutions  did  not  have  any  D&O  insurance  coverage  at  the  time  of  failure,  yet  all  of  these 
institutions  maintained  boards  of  directors  and  employed  officers,  other  factors  must  be 
important  here  as  well.   Many  institutions  attempted  to  fund  self  insurance  plans  for  D&O 
coverage,  and  many  directors  and  officers  may  believe  they  were  entitled  to  indemnification 
from  the  institution  if  they  become  the  target  of  negligence  claims. 

In  a  comprehensive  study  commissioned  by  the  United  States  Congress  pursuant  to 
Section  220  of  FIRREA  the  observation  was  made  that: 

"it  is  difficult  to  believe  that  D&O  insurance  that  did  not  cover  FDIC  claims  would 
significantly  attract  potential  directors  and  officers  who  would  otherwise  be  reluctant 
to  serve.   If  the  risk  of  losses  from  the  FDIC  really  are  too  great  for  insurance 
companies,  why  would  an  insurance  policy  that  fails  to  cover  such  risks  allay  the 
concerns  of  these  potential  officers  and  directors?"   (Section  220  Study  at  129) 


10 


72 


The  RTC  believes  that  one  reason  why  institutions  purchase  D&O  policies 
encumbered  with  regulatory  exclusions,  apparently  without  negotiation  or  complaint,  is  that 
the  insurance  companies  fail  to  reasonably  notify  directors  and  officen  of  the  existence  or 
effect  of  restrictive  endorsements  in  policies  purchased.   To  the  extent  that  this  issue  is 
important  to  an  individual,  he  or  she  may  be  uninformed  about  the  scope  of  coverage 
provided. 

This  prcrt)lem  appears  to  be  particularly  acute  when  carriers  renew  coverage 
repeatedly  over  time.   D&O  policies  routinely  provide  that,  upon  cancellation,  the  insured 
may  purchase  an  extension  of  coverage,  called  "discovery  coverage'  which  provides 
additional  time  for  the  insured  to  report  actual  and  potential  claims.   However,  permitting  an 
insured  to  purchase  a  discovery  extension  of  an  unrestricted  policy  exposes  the  carrier  to 
greater  risk  than  simply  issuing  a  new,  more  restrictive  policy. 

Consequently,  certain  carriers  ^>pear  to  have  implemented  a  practice  of  muddying  the 
renewal  process  by  routinely  issuing  new,  increasingly  restrictive,  policies  as  old  policies 
expired.   To  deal  with  this  problem,  the  carriers  have  taken  the  position  that  a  "renewal"  on 
any  terms,  no  matter  how  restrictive,  is  still  a  renewal  and  that  the  insured  are  therefore  not 
entitled  to  discovery  coverage. 
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Over  time,  the  result  of  this  process  is  a  drastic  reduction  in  coverage  without 
notifying  institutions  or  their  directors  and  officers  that  actual  coverage  is  not  being 
effectively  renewed.  From  evidence  produced  in  American  Casualty  Co.  of  Reading.  Pa.  v. 
Baker,  et  al.  and  RTC.  No.  SACV  90-125-AHS  (RxRx)  (CD.  Cal.),  Adams  v.  RTC.  Nos. 
CIV  4-89-330,  4-90-CV-345,  4-90-CV-930  (D.Minn.)  and  other  cases,  it  appears  that 
insurance  carriers  made  use  of  this  strategy  in  connection  with  numerous  financial 
institutions.  We  are  in  the  process  of  arguing  that  this  type  of  scheme  violates  the  law  of 
various  states. 

When  D&O  insurance  is  obtained  by  a  financial  institution,  the  expense  is  typically 
incurred  by  the  financial  institution,  not  by  the  individual  directors  and  officers.   Although 
these  policies  may  provide  coverage  with  respect  to  other  types  of  claims,  e.g.,  shareholder 
claims  against  the  officers  and  directors,  it  appears  that  many  institutions  purchased,  at  prices 
which  could  run  into  the  hundreds  of  thousands  of  dollars,  insurance  that  contained  little 
effective  coverage.   In  practical  effect,  a  failed  institution  which  purchased  a  policy  with  a 
regulatory  endorsement  has  purchased  the  opportunity  to  litigate  with  the  carrier  over 
whether  coverage  will  be  provided. 

From  RTC's  perspective,  it  is  wastefiil  for  financial  institutions  to  spend  scarce 
resources  on  policies  which  may  not  yield  the  coverage  expected  by  directors  and  officers. 
For  this  reason  the  RTC  joins  with  the  FDIC  in  recommending  statutory  changes  to 
invalidate  regulatory  endorsements  and  automatic  termination  provisions.   (See  Exhibit  D.) 
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We  favor  these  amendments  because  they  repeal  the  special  treatment  D&O  insurers 
and  bond  companies  received  under  FIRREA.   In  addition,  the  Amendments  clearly  state  a 
national  policy  that  terms  in  D&O  policies  and  bonds  which  attempt  to  treat  federal  agencies 
such  as  the  RTC  and  FDIC  differently  from  other  claimants  are  unacceptable. 


STATE  ATTEMPTS  TO  LOWER  THE  STANDARD  OF  CARE 


Since  the  passage  of  FIRREA,  there  have  been  numerous  decisions  interpreting 
Section  ll(k)  of  the  FDIA,  12  U.S.C.  1821(k),  which  provides  that  the  RTC  can  pursue 
claims  against  directors  and  officers  of  failed  thrifts  "for  gross  negligence,  including  any 
similar  conduct  or  conduct  that  demonstrates  greater  disregard  of  duty  of  care  (than  gross 
negligence)  including  intentional  tortious  conduct,  as  such  terms  are  defined  and  determined 
under  applicable  State  law."  The  section  then  goes  on  to  add,  "Nothing  in  this  paragraph 
shall  impair  or  affect  any  right  of  the  Corporation  under  other  s^licable  law." 

The  last  proviso  has  led  to  a  number  of  interpretive  decisions,  revolving  around  the 
question  of  the  standard  of  care  in  circiunstances  where  some  other  rule  of  law,  such  as  state 
law  in  the  jurisdiction  where  the  failed  thrift  was  located,  imposed  a  higher  standard  on 
corporate  directors  and  officers,  i.e.,  a  duty  of  care  based  on  simple  n^ligence.   RTC 
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believed  that  this  issue  had  been  conclusively  put  to  rest  in  favor  of  applying  the  higher 
standards  of  state  law  by  decisions  such  as  FDIC  v.  Canfield.  967  F.2d  443  (10th  Cir.  1992) 
and  FDIC  v.  McSweenev.  976  F.2d  532  (9th  Cir.  1992). 

Almost  immediately  after  this  decision,  however,  several  states  began  to  consider 
legislation  intended  to  lower  the  standard  of  care  from  simple  negligence  to  gross  negligence 
for  such  individuals.   Between  July  of  1992  and  August  of  1993,  the  states  of  Texas, 
Louisiana,  Nebraska,  Oklahoma,  and  South  Dakota  enacted  statutes  which  purported  to 
eliminate  financial  institution  directors'  and  officers'  liability  for  breaches  of  duty  other  than 
through  gross  negligence.   During  the  same  period,  the  state  of  Kansas  limited  the  liability  of 
financial  institution  directors,  not  executive  officers.   Utah,  the  jurisdiction  which  produced 
Canfield.  eliminated  such  liability  for  directors  and  officers  of  all  types  of  state  chartered 
corporations,  including  financial  institutions. 

In  some  instances  these  state  statutes,  in  addition  to  limiting  liability  of  directors  and 
officers  to  gross  negligence,  have  also  attempted  to  formulate  new,  more  restrictive 
definitions  of  conduct  that  constitutes  gross  negligence.   The  RTC  previously  furnished  the 
Committee  with  its  comments  opposing  a  suggested  statute  ft"om  New  Jersey  that  would 
attempt  such  a  redefinition. 

Some  court  decisions  have  also  taken  the  approach  embodied  in  these  state  proposals. 
In  RTC  V.  Bonner.  C.A.  No.  H-92-430  (U.S.  D.C.,  S.D.  Texas),  the  Court  interpreted  the 
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Texas  business  judgment  rule  as  requiring  a  showing  of  gross  negligence,  which  it  then 
proceeded  to  define  as  conduct  displaying  "an  entire  or  total  want  of  care."   It  is  difficult  to 
see  how  the  RTC  can  show  that  persons  with  responsibility  for  managing  the  affairs  of  a 
financial  institution  exercised  no  care  at  all.   It  is  even  more  difficult  to  view  this  statement 
of  Texas  law  as  legitimate  public  policy. 

This  requirement  that  the  RTC  prove  gross  negligence  may  tip  the  balance  in  favor  of 
defendants  in  cases  in  which  there  are  no  allegations  of  personal  profit  or  other  more 
egregious  forms  of  abuse.  Though  there  is  no  difference  in  the  legal  standards  applicable  to 
"inside"  and  "outside"  directors,  it  may  be  more  difficult  to  prove  that  passive  behavior  by 
classic  "outsiders",  i.e.,  non-management  directors,  constitutes  gross  negligence.  Such 
defendants  are  likely  to  argue  that  "mere"  failures  to:  (1)  attend  board  meetings;  (2)  critically 
review  material  presented  in  support  of  board  decisions;  (3)  set  policy;  (4)  select  able 
management;  and  (4)  implement  appropriate  procedures,  do  not  rise  to  the  level  of  gross 
negligence.   These  defendants  will  likely  argue  that  such  conduct  falls  short  of  the  failings  of 
duty  which  must  be  shown  to  establish  gross  negligence.  If  such  arguments  are  successful, 
RTC's  ability  to  pursue  such  claims  will  obviously  be  reduced. 

Because  these  state  statutes  are  relatively  new,  we  have  had  limited  opportunity  to 
challenge  them.  Where  they  have  been  litigated,  courts  have  been  receptive  to  the  argument 
that  retroactive  application  of  new  standards  to  cases  filed  before  the  statutes  were  enacted 
would  be  unconstitutional  under  state  law.  S^  RTC  v.  Alexander,  no.  CIV  92-507-T  (W.D. 
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Okla.)  (Order  dated  Feb.  24,  1993);  and  RTC  v.  Conner.  No.  CIV  92-506-R  (W.D.  Okla.) 
(Order  dated  June  1,  1993.)  Essentially,  these  courts  agreed  that  because  the  RTC  had  a 
vested  right  in  state  law  claims  available  prior  to  passage  of  the  new  Oklahoma  statute, 
eliminating  such  claims  would  violate  the  Oklahoma  constitution  as  a  "taking*  without  due 
process  of  law. 

In  RTC  v.  Hess.  820  F.  Supp.  1359  (D.  Utah),  the  court  reached  the  same  conclusion 
under  the  provisions  of  a  state  code.   We  are  also  asserting  this  argument  in  RTC  v. 
Miramon.  No.  93-3183  (5th  Cir.)  with  regard  to  the  Louisiana  statute. 

It  is,  however,  worth  noting  that  several  courts  have  rejected  arguments  that  these 
statutes  are  facially  invalid,  i.e.,  that  they  violate  the  Supremacy  and  Equal  Protection 
Clauses  of  the  United  States  Constitution.   See,  e.g..  RTC  v.  Alexander.   We  have  continued 
to  make  these  arguments  and  others,  for  example,  that  the  Utah  and  Texas  statutes  do  not 
comport  with  legislative  statements  of  intent  to  codify  existing  law  s^,  RTC  v.  Hess:  RTC 
V.  H.R.  Bright.  No.  3-92-CV-0995-D  (N.D.Tex.).  However,  if  these  arguments  are  not 
successful,  we  may  have  difficulty  avoiding  the  application  of  new  state  statutes  to  RTC 
cases  filed  after  relevant  legislation  was  enacted. 

In  the  RTC's  view,  these  state  laws  and  court  decisions  present  what  should  be 
viewed  as  an  unacceptable  patchwork  of  inconsistent  rules  and  policies.   Permitting  some 
wrongdoers  to  escape  responsibility  for  their  role  in  this  debacle  solely  on  the  basis  of  the 
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vagaries  of  state  law  is  not  good  public  policy.   Every  case  and  claim  should  be  judged  by 
the  same  standards  no  matter  where  the  institution  was  located. 

The  RTC  supports  amending  Section  1821(k)  by  formulating  a  uniform  defmition  of 
"gross  negligence".   We  would  also  recommend  that  careful  consideration  be  given  to  the 
question  of  whether  there  should  be  a  uniform  rule  with  respect  to  the  applicability  of  higher 
standards  of  care  which  might  be  permissible  under  state  law  "or  other  applicable  law."* 

We  are  grateful  to  the  Chairman  and  the  Committee  for  the  opportunity  to  present  the 
RTC's  views  on  these  important  policy  issues,  and  we  are  ready  to  attempt  to  answer  any 
questions  the  Committee  may  have  on  these  or  other  issues  related  to  the  RTC's  Professional 
Liability  Program. 

Thank  you,  Mr.  Chairman. 


*  There  remains  an  open  question  whether  there  is  a  federal 
common  law  doctrine  which  would  impose  liability  upon  officers  and 
directors  based  on  simple  negligence.  In  two  recent  decisions  the 
United  States  Court  of  Appeals  for  the  Seventh  Circuit  has 
underscored  this  issue.  In  FDIC  v.  Bierman.  1993  WL  303707  (7th 
Cir.  1993),  a  claim  which  arose  before  FIRREA,  the  Court  applied 
simple  negligence  tests  to  judge  the  liability  of  the  directors  of 
a  failed  state  chartered  bank.  It  appears  that,  although  no 
explicit  discussion  of  this  point  was  included,  the  doctrine 
applied  was  found  in  a  federal  common  law.  In  RTC  v.  Gallagher. 
1993  WL  457672  (7th  Cir.  1993),  however,  the  Court  holds  that 
1821 (k)  creates  a  federal  rule  of  liability  based  on  gross 
negligence  for  officers  and  directors  of  federally  chartered 
thrifts.  The  substantial  inconsistency  between  these  results  seems 
attributable  to  the  Court's  interpretation  of  the  Congressional 
intent  underlying  1821 (k). 
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EXHIBIT  A 


Regulatory  Agency  Exclusion  Doeislons  Adverse  to  the  RTC 
with  D&O  Insurance  Policy  Limits  at  Issue 


American  Casualty  Co.  of  Reading  Pa.  v.  Baker. 
758  F.Supp.  1340  (CD.  Cal.  1991) 

National  Union  Fire  Ins.  Co.  v.  RTC. 

Civil  Action  No.  H-92-H57  (S.D.  Tex.  Aug.  13,  1992) 

American  Casualty  Co.  of  Reading  Pa.  v.  First 
Federal  Savings  and  Loan  Ass'n.  No.  91-1332 
(W.D.  Pa.  Mar.  30  1993) 

RTC  v.  Walke.  No.  92-1430  (W.D.  La.  Apr.  15  1993) 

Chandler  v.  American  Casualty  Co.  of  Reading  Pa.. 
No.  H-C-92-100  (E.D.  Ark.  Apr.  29,  1993) 

Adams  v.  RTC.  Nos.  CIV  4-89-330,  4-90-CV-345, 
4-90-CV-930,  1993  WL  181303  (D.Minn. 
May  19,  1993) 


American 

Casualty 

Co. 

of 

Reading  Pa 

.  V. 

RTC. 

Receiver 

for  First  Atlantic  Savings 

and 

Loan  Ass'n. 

No.  91-3912  (JCL) 

(D.l 

M.J. 

,  June  28, 

1993] 

1 

American 

Casualty 

Q9, 

Of 

Reading  Pa 

.  V. 

RTC. 

NO.  CIV-S 

)3-377-A  < 

[W.D 

.  Okla.  Sept. 

29,  : 

L993) 

American 

Casualty 

Co. 

of 

Reading  Pa 

.  V. 

RTC. 

No.  92-10543-WP  (D.  Mass. 

,  Oct.  19, 

1993] 

1 

American 

Casualty 

C9. 

9f 

Re«<3inq  P« 

.  V. 

RTC. 

No.  MJS-92-1138  (D.Nd.  Nov.  1,  1993] 


Total 


Policy 

Liruts 

s  lati 

$  3MM 

$  5MM 
$  LMM 

S  IMM 

$  lam 

$  5MM 
$  6MM 
$  7MM 
$  5MM 
$  59M( 
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R.oulmtory  Ag«ncy  Exclusion  Decisions  Favorabl.  to  the  RTC 
R.gux  J     ^       '  insuranc*  Policy  Limits  at   Issu« 


Policy 


Slaughter  v-    Ameri^''"   Casualty   Co.    of   Rga<jtnq   Pa., 

No.  B-C-92-23  (E.D.  Ark.  Mar.  29,  1993)  $  3MM 

Renafield  v-  Continonfal  Casualty  Co..  No.  LR-C-92-389 
(E.D.  Ark.  Oct.  1,  1993) 


S  5MM 


rnlumbta  Casualty  C.  v.  Bean.  No.  93-2-251 
(D.Colo.  Oct.  12,  1993) 

and 
Reynolds  V-  Columbia  Casualty  CO.,  No.  93-Z-370 
(D.COIO.  Oct.  12,  1993)  5  2MM 

TOtml      $10MM 
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Resolution  Trust  Corporation 
Resolutions  of  State  Cf.aaerea  institutions  By  State 
August  9.  1989  tnrougn  Novemoer  5   i993 


Number 

Cost  of 

Gross  Assets  at 

of 

Resolution 

Conservatorsnip 

State 

Resolutions 

(millions) 

'miiionsi 

Alaska 

1 

S63 

599 

Arizona 

6 

5  094 

13  587 

Arkansas 

4 

118 

281 

California 

41 

8662 

54  947 

Colorado 

5 

2S8 

603 

Connecticut 

3 

65 

450 

Florida 

17 

3.319 

16388 

Illinois 

16 

223 

2408 

Indiana 

1 

21 

195 

Iowa 

3 

67 

275 

Kansas 

7 

273 

1  209 

Louisiana 

17 

948 

3  621 

Maryland 

1 

79 

601 

Mississippi 

S 

179 

590 

Missouri 

4 

98 

1.010 

Nevada 

1 

22 

261 

New  Hampshire 

1 

23 

118 

New  Jersey 

19 

996 

5.369 

North  Carolina 

2 

37 

674 

Ohio 

6 

21 S 

2.223 

Oklahoma 

4 

60 

292 

Pennsylvania 

5 

874 

4  742 

Rhode  island 

1 

23 

67 

Tennessee 

3 

55 

195 

Texas 

102 

22.363 

46.089 

Utah 

2 

37 

354 

Virginia 

1 

96 

438 

Washington 

1 

4 

101 

Wisconsin 

1 

35 

191 

Wyoming 

1 

a 

14 

Totals 

281 

$44,317 

SI  57.394 

Charter  status  of  institutions  as  of  quaner  tjefore  data  of  consarvatorship 
or  date  of  resolution. 


EXHIBIT      B 
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division  of  legal  services 
IjAq  pls  fact  sheet 


FOR  THE  PERIOD  ENDING  OCTOBER  31,  1993 


COMPILED    ai    of    NOVEMBER    ;.      1?= 

I.       PLS  Pending  Litigation 

•  257        pending  offensive  lawsuits  involving  RTC  claims  filed  in  197 

institutions 

•  51  Other  pending  PLS-related  lawsuits  involving  the  RTC  in  40 

institutions 

•  308         Total  pending  lawsuits  involving  206  institutions 
n.      Total  Number  of  Settlements  and  Judgments 

•  Total  number  of  settlements  and  final  judgments  through  10/31/93 

o   229         Settlement  agreements  have  been  executed. 

o    121         of   the    executed    settlement    agreements    are    settlements 
executed  with  parties  named  in  lawsuits  filed  by  the  RTC. 

o    105         of   the    executed    settlement   agreements    are    settlements 
executed  with  parties  prior  to  a  lawsuit  being  filed . 

03  of  the  229  settlements  are  global  settlements  involving  53 

thrifts 

o     12         cases  which  went  to  final  Judgment  through  trial 

m.    Agreed-To-Settlements 

•  Total  dollar  amount  agreed  to  in  executed  settlement  agreements  and 
judgments 

1.983         million   1988 

3.910        million    1989 

11.061        million   1990 

84.149  million  1991 
261.330  million  1992 
340.718  million  1993 
703.151       million  total  agreed-to-settlements 

tnt^tt  *t  ito  orvisoN  or  legal  sovices 
OErAMMDO'  or  LmcATiON  -  raoresaoNAL  uaboitv  sktion 

DCTABTMDa  or  COWORATE  ATT  AIDS  -  ADMIMSnUTION  SECTION 
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DIVISION  OF  LEGAL  SERVICES 
01^  PLS  FACT  SHEET 

=^===     FOR  THE  PERIOD  ENDING  OCTOBER  3 1 ,  1993 


CONPIUSO    •■    of    NOVEMBER    i, 

TV.    Cash  Recoveries 

•       Dollar  amount  collected  on  PLS  settlements  and  judgments 


3.910 

million 

1989 

11.240 

million 

1990 

30.647 

million 

1991 

285.922 

million 

1992 

112.222 

million 

1993 

o       $    5.205     Total  recovered  Judgments 
o        $  641.743    Total  recovered  settlements 

V.  PLS  Attorneys  Senior  Counsels/  Staff 

AGC    Section  Chiefs       Attorneys  Total 

•  Current  staff  as  of  10/3 1/93 

o  Washington  1  3  23  25 

o   Supersites  (6  off.)  6  52  58 

o  Total  current  PLS  staff       1  9  75  83 

VI.  CRIMINAL  REFERRALS  AS  OF  OCTOBER  31,  1993' 

•  1207       RTC  Criminal  Referrals 

•  5830       Criminal  Referrals  made  by  Others' 
7037         Total  Criminal  Referrals 


'Othar*    la   wty   dob   RTC   ancityt    PDIC,    OTS,    itat*   r*gul«tory   agency,    i- 
liwtltutioo  or  any  inatitutlon  affiliat*   (•.g.   holding  company) . 


I  ir  *■  MVT90N  or  IXC  AL  atvKis 
r  or  uncATiON  ■  rvonsBONAL  LUHurr  SKT10N 

rAnMDffOrCOWOIATK  ATTAIU  ■  ADMIMSnUTION  SKTION 


'  Crlalnal  Rafarral  •tatlstle*  ara  praparod  by  tha  Znvaaeigationa  Unit.  I 
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EXHIBIT  D 
PROPOSED  STATUTORY  AMENDMENTS 

We  suggest  the  following  amendment  to  12  USC  I821(e)(12): 

Section  11(e)  (12)  of  the  Federal  Deposit  Insurance  Act  (12  U.S. C.  1821  (e)  (12))  is 
amended  as  follows: 

(a)  in  subparagraph  (A)- 

(1)  by  striking  the  heading  "(A)  In  general"; 

(2)  by  striking  the  phrase  "other  than"  and  inserting  "including"; 
and 

(3)  by  striking  the  phrase  "or  exercise  of  rights  upon"  and 
inserting  "exercise,  or  exclusion  of  rights  or  coverage  upon,"; 
and 

(b)  by  striking  subparagr^h  (B). 
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TESTIMONY  OF 

DAVID  H.  BARIS 

EXECUTIVE  DIRECTOR 

AMERICAN  ASSOCIATION  OF  BANK  DIRECTORS 

Before  the 

COMMITTEE  ON  BANKING,  FINANCE  AND  URBAN  AFFAIRS 

Of  the 

U.S.  HOUSE  OF  REPRESENTATIVES 

NOVEMBER  17,  1993 


Mr.  Chairman  and  members  of  the  Committee,  I  welcome  this 
opportunity  to  address  the  use  of  regulatory  exclusions  in 
depository  institution  director  and  officer  insurance  policies. 

The  members  of  the  American  Association  of  Bank  Directors  are 
individual  directors  of  commercial  banks  and  savings  institutions 
(predominately  outside  directors)  throughout  the  United  States. 
AABD  represents  the  interests  of  these  directors  before  the  U.S. 
Congress  and  the  federal  and  state  banking  agencies.  AABD  also 
actively  encourages  and  fosters  educational  opportunities  for  bank 
and  savings  institution  directors,  primarily  through  its  associated 
organization,  the  Institute  for  Bank  Director  Education. 

AABD  believes  that  a  strong  and  effective  banking  system  is 
dependent  on  the  willingness  of  qualified  persons  to  serve  as 
directors  and  to  grant  loans  to  their  communities.  From  AABD's 
perspective,  the  subject  of  regulatory  exclusions  is  part  of  the 
larger  issue  of  whether  qualified  persons  will  want  to  serve  as 
directors  and,  if  so,  whether  they  will  be  willing  to  approve  the 
kind  of  loans  needed  in  their  communities.  It  should  be  kept  in 
mind  that  the  vast  number  of  bank  and  savings  institution  directors 
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are  compensated  very  little  for  their  service  on  boards  of 
directors  and  do  not  receive  any  special  treatment  or  preference 
from  their  banks.  Unfortunately,  the  risks  that  directors  now  face 
are  grossly  disproportionate  to  their  compensation  levels. 

Lending  to  the  community  is  an  essential  responsibility  of  a 
bank  or  savings  institution.  But  lending  by  its  nature  is  also 
fraught  with  risk  and  exposes  the  institution  to  potential  losses 
and  its  directors  to  potential  liability.  Directors  need  a 
reasonable  zone  of  safety  in  order  to  meet  effectively  the  credit 
needs  of  their  community.  They  need  to  be  able  to  make  honest 
business  judgments  based  on  reasonably  adequate  information,  and 
not  be  held  accountable  if  those  judgments  turn  out  later  to  be 
wrong . 

We  believe  that  universal  insurance  coverage  of  bank 
directors'  risks  within  the  constraints  of  public  policy  is  a 
worthwhile  objective  because  it  would  minimize  the  personal 
liability  of  a  bank  director  to  manageable  proportions.  But  we  are 
skeptical  that  universal  coverage  is  attainable,  even  with 
regulation  or  legislation.  Even  if  Congress  were  to  mandate  that 
no  D&O  coverage  could  be  purchased  by  banks  and  savings 
institutions  without  full  regulatory  coverage,  the  result  would  not 
be  universal  coverage;  such  measures  could  even  cause  a  contraction 
in  the  number  of  institutions  and  their  directors  with  regulatory 
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coverage,  or  a  contraction  in  the  number  of  institutions  and 
directors  covered  for  risks  other  than  from  regulatory  action. 

In  our  judgment,  the  Committee  should  broaden  the  scope  of  its 
review  beyond  regulatory  exclusions.  It  should  evaluate  the  nature 
and  extent  of  potential  liability  of  bank  and  saving  institution 
directors  from  regulatory  sources  which  cause  (1)  insurers  to  limit 
regulatory  coverage;  (2)  directors  to  resign  or  not  stand  for 
reelection;  (3)  persons  to  refuse  offers  to  become  directors;  and 
(4)  directors  to  be  overly  restrictive  in  granting  credit  to  their 
communities.  What  the  Committee  will  find  is  a  set  of  laws, 
regulations  and  regulatory  practices,  most  put  into  place  beginning 
with  the  enactment  of  FIRREA  in  1989,  which  create  staggering 
potential  lieJsility  for  directors  far  in  excess  of  what  would  be 
required  to  insure  that  directors  act  in  accordance  with  their 
fiduciary  duties  and  far  in  excess  of  what  is  necessary  to  insure 
the  safety  and  soundness  of  our  banking  system.  It  is  AABD's 
position  that  these  laws,  regulations  and  regulatory  practices  have 
the  effect  of  driving  out  qualified  directors  and  discouraging 
those  that  remain  from  making  needed  loans  to  their  communities, 
thus  weakening  the  banking  system. 

The  following  are  some  examples: 

FIRREA,  while  containing  many  provisions  which  have 
helped  to  strengthen  the  banking  system  in  this  country, 
also  granted  the  federal  banking  agencies  the  power  to 
impose  civil  money  penalties  against  directors  for 
violations  of  law,  regulations  and  other  acts  or 
omissions  without  the  need  to  prove  that  the  director 
knew  or  should  have  known  that  a  violation  was  occurring. 
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The  Fifth  Circuit  Court  of  Appeals  in  the  FDIC  v.  Lowe 
case  upheld  the  FDIC's  imposition  of  a  civil  money 
penalty  on  an  outside  director  even  though  he  was  not 
aware  that  a  loan  approved  by  the  Board  benefitted  the 
Chairman  of  the  Board,  who  did  not  disclose  his 
beneficial  interest  to  the  other  directors. 

FIRREA  also  empowered  the  federal  banking  agencies  to 
impose  penalties  of  up  to  $1  million  a  day  against 
directors  who  knowingly  violate  a  law  or  regulation, 
engage  in  vmsafe  or  unsound  banking  practice  or  a  breach 
of  fiduciary  duty  and  who  knowingly  or  recklessly  cause 
a  substantial  loss  to  the  institution.  The 
Constitutional  Rights  Task  Force  we  formed  to  study  these 
and  other  laws  and  regulations  concluded  that  a  $1 
million  a  day  penalty  may  be  unconstitutional  because  it 
effectively  allows  imposition  of  a  criminal  penalty 
through  administrative  means. 

Finally,  FIRREA  added  language  to  permit  the  banking 
agencies  to  require  restitution  or  reimbursement  by 
directors  xinder  certain  circumstances  through 
administrative  means.  The  OTS  has  used  this  authority 
frequently  to  freeze  personal  assets  of  savings 
institution  directors  through  the  use  of  temporary  orders 
to  cease  and  desist  —  in  that  way,  OTS  can  freeze  assets 
without  the  prior  approval  or  review  of  an  independent 
third  party  such  as  an  administrative  law  judge  or  a 
federal  judge. 

The  Crime  Control  Act  of  1990  authorized  banking  agencies 
to  freeze  personal  assets  of  banks  and  savings 
institution  directors  without  having  to  show  irrepareible 
harm  to  the  government  and  without  having  to  show  that 
the  government  will  likely  succeed  on  the  merits.  This 
is  at  variance  with  Federal  Rules  of  Civil  Procedure  that 
apply  to  other  defendants,  which  require  such  showings. 

The  FDIC  Improvement  Act  of  1991  authorizes  the  banking 
agencies  to  remove  directors  at  undercapitalized 
institutions  and  at  institutions  that  have  violated 
safety  and  soundness  regulations  without  an  independent 
administrative  hearing  and  without  a  prior  court  hearing, 
and  without  showing  that  the  person  was  responsible  for 
the  problem.  This  is  the  classic  guilt  by  association 
approach . 

OTS  rules  allow  the  OTS  to  disapprove  any  proposed 
indemnification  of  a  director  by  a  savings  institution 
for  any  reason. 
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OCC  Interpretations  prohibit  advancement  of  defense  costs 
and  related  expenses  to  a  director  from  his  bank  in  cases 
filed  by  the  OCC  xinless  the  Board  of  Directors  determines 
that  the  director  is  substantially  likely  to  win  the 
case.  This  is  contrary  to  the  Model  Business  Corporation 
Act  adopted  by  at  least  35  states,  which  provides  that 
such  a  requirement  is  unrealistic  at  an  early  stage  of  a 
case. 

FDIC  has  proposed  rules  which  would  greatly  restrict 
indemnification  of  bank  directors,  in  cases  in  which 
federal  banking  agencies  are  plaintiffs.  Most  states 
would  allow  indemnification  regardless  of  the  identity  of 
the  plaintiff. 

FDIC  and  OTS  adopted  director  guidelines  in  late  1992. 
These  guidelines  have  raised  more  issues  than  they  have 
resolved;  they  seem  to  impose  a  business  judgment  rule 
which  is  humanly  impossible  to  meet  and  do  not  recognize 
that  directors  are  entitled  to  reasoneUjly  rely  on 
officers,  advisors  and  others. 

AABD  just  completed  a  study  of  complaints  filed  by  RTC  in 
1992  against  directors,  officers  and  advisors  of  savings 
institutions.  The  results  of  the  study  will  be  alarming 
to  directors  as  well  as  insurers.  The  results  reflect 
the  following: 

A  majority  of  the  defendants  were  outside  directors 

-  376  individuals. 

Only  17  of  the  90  complaints  reviewed  alleged  self 
dealing,  conflicts  of  interest  or  fraud,  and  only  a 
handful  alleged  insider  edauses  on  the  part  of 
outside  directors. 

A  majority  of  the  institutions  whose  directors  were 
sued  were  small  and  located  in  small  towns:  for 
exeunple,  Cornelia,  Georgia  -  population  3,219; 
Drew,  Mississippi  -  population  2,349;  Mountain 
Home,  Arkansas  -  population  9,027;  Plymouth, 
Indiana  -  population  8,303;  and  Esthersville,  Iowa 

-  population  6,720. 

Simple  negligence  leads  the  list  of  legal  bases; 
gross  negligence  often  is  also  alleged  whenever 
simple  negligence  is  alleged. 

Many  of  the  "negligence"  cases  were  "bad  loan" 
cases.  Directors  routinely  approved  a  handful  of 
loans  10  or  15  years  ago  —  often  ADC  or  out-of- 
area  or  participation  loans  —  which  were  not  fully 
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repaid.  The  complaints  dissect  the  lending 
decision  of  the  outside  directors,  for  example,  was 
there  information  missing  in  the  loan  files,  did 
the  appraisal  on  the  collateral  have  any  defects, 
did  the  Board  receive  the  loan  package  before  the 
Board  meeting,  how  much  time  was  spent  reviewing 
each  loan,  what  did  the  Board  know  about  the  lead 
participant  or  broker,  did  the  loan  file  contain 
all  the  necessary  credit  information,  what  did  the 
minutes  reflect  on  the  Board's  deliberation  of  each 
loan. 

Many  of  the  loans  in  question  were  approved  so  long 
ago  that  the  directors  would  have  difficulty 
remembering  many  details. 

The  "bad  loan"  cases  have  turned  a  routine  and 
limited  exercise  —  the  Board  approval  of  ten  or 
twenty  loans  at  a  Board  meeting  recommended  by 
senior  management  —  into  a  dangerous  and  uncertain 
practice.  AABD  has  advised  directors  that  based  on 
its  review  of  these  cases,  directors  should  not 
approve  any  loans  other  than  loans  to  insiders,  and 
should  adopt  stringent  loan  policies  and  loan 
review  procedures  to  help  insure  that  loan  officers 
will  grant  few  loans  that  will  result  in  losses. 
This  process  may  also  have  the  effect  of 
constricting  credit  availaibility. 

These  cases  are  originated  by  an  arm  of  the  U.S. 
Government  with  relatively  unlimited  resources  and 
authority  to  file  complaints  against  many 
individuals  with  limited  resources.  Our  report 
reflects  that  the  decision-making  process  of  RTC 
may  have  been  flawed  and  biased  in  favor  of  filing 
suits.  The  report  requests  that  Congress,  the  GAO 
and  RTC's  Inspector  General  review  these  cases  and 
the  RTC's  decision-making  process. 

Congress  is  considering  legislation  to  extend  the 
Statute  of  Limitations  for  RTC  to  file  suits 
against  directors  of  failed  savings  institutions 
from  three  to  five  years  from  the  date  the 
institution  is  closed,  despite  Acting  CEO  Altman's 
written  submission  that  such  an  extension  is 
unnecessary.  The  legislation  should  not  be  passed, 
for  the  reasons  outlined  in  our  letter  of  April  29, 
1993  to  Congressman  Kennedy. 
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Before  we  respond  to  each  of  the  Committee's  questions,  we 
would  like  to  summarize  our  views  on  the  subject  of  regulatory 
exclusions  as  follows: 

•  Regulatory  coverage  or  lack  of  coverage  is  a  factor  in 
the  decision  of  some  directors  whether  to  remain  on  the 
Board  and  in  the  decision  of  some  persons  whether  to 
accept  a  Board  position,  but  AABD  cannot  quantify  at  this 
time  the  extent  to  which  lack  of  coverage  or  limited 
coverage  influences  the  decision.  Our  1993  survey  of 
banks  and  savings  institutions  will  address  this  issue. 

•  AABD  believes,  and  has  so  informed  bank  directors,  that 
regulatory  coverage  helps  to  protect  against  a 
significant  risk,  and  that  directors  should  aggressively 
seek  such  coverage  from  insurers. 

•  AABD  believes  that  regulatory  coverage  is  not  available 
to  a  considereible  number  of  depository  institutions  and 
their  directors.  Our  1993  survey  will  also  address  this 
issue  in  an  attempt  to  quantify  the  problem. 

•  Many  directors  are  not  aware  of  the  issue  of  regulatory 
coverage  or  its  importance.  AABD  is  preparing  a  brochure 
to  advise  directors  about  the  importance  of  regulatory 
coverage  emd  on  how  to  negotiate  with  insurers  to  obtain 
such  coverage. 

•  AABD  is  wary  of  any  law  or  regulation  mandating 
regulatory  coverage  because  it  is  concerned  that  such  law 
or  regulation  may  inadvertently  make  D&O  coverage  less 
avail€U9le  or  more  costly. 

•  D&O  policies  cover  important  risks  other  than  regulatory 
risks,  such  as  derivative  actions,  shareholder  suits  emd 
suits  by  employees. 

•  Rather  than  legislate  a  "solution"  to  the  regulatory 
exclusion  problem,  it  may  be  preferable  to  examine  the 
root  causes  of  the  insurance  industry's  reluctance  or 
unwillingness  to  provide  regulatory  coverage  and  to 
review  the  sources  of  potential  liability  which  may 
discourage  persons  from  serving  as  bank  directors  or  that 
discourage  directors  from  granting  loans. 

•  Some  exauaples  include  (1)  numerous  suits  filed  by  the  RTC 
against  directors  of  failed  savings  institutions  which 
appear  to  involve  exercise  of  honest  business  judgement; 
(2)  laws  that  create  director  lieJsility  for  violations  of 
law  or  regulation,  whether  or  not  the  director  knew  or 
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should  have  knovm  he  or  she  was  violating  the  provision; 
and  (3)  laws  or  regulations  which  erode  the  capacity  of 
a  director  to  defend  or  protect  himself  or  be  indemnified 
by  their  institutions. 

•  AABD  is  in  favor  of  states  reexamining  their  laws,  in 
light  of  recent  developments,  to  help  assure  that 
directors  will  be  free  to  exercise  honest  business 
judgments  without  undue  fear  of  liability.  AABD  is 
forming  the  Director  Responsibility  Task  Force  to  (1) 
analyze  what  each  state  law  provides;  and  (2)  propose 
changes  in  law,  if  appropriate,  to  help  protect  honest 
business  decisions  by  directors,  even  if  they  later  prove 
to  be  wrong.  The  Task  Force  will  retain  Martin  Lowey, 
Esq.  to  head  the  staff  effort  to  survey  state  law  and 
recommend  changes  to  the  Task  Force. 

The  following  are  our  answers  to  the  questions  the  Committee 

posed  in  its  letter  of  November  8,  1993: 


Q:  Please  describe  the  current  availability  of  D&O 
insurance  at  depository  institutions.  Does  a 
typical  depository  institution  pay  for  D&O 
insurance  for  its  officers  and  directors? 

A:  In  informal  discussions  with  insurer 
representatives  and  our  members,  there  now  appears 
to  be  greater  availability  of  D&O  insurance  and 
regulatory  coverage  than  in  the  recent  past.  Our 
1993  survey  will  attempt  to  assess  any  changes  in 
availeOsility.  A  depository  institution  normally 
pays  for  D&O  insurance  for  its  officers  and 
directors. 

Q:  To  what  extent  does  the  existence  or  absence  of  D&O 
insurance  influence  a  person's  willingness  to  serve 
as  an  officer  or  director  of  a  depository 
institution? 

A:  The  existence  or  absence  of  D&O  insurance  does 
influence  some  individuals  in  their  willingness  to 
serve  as  a  director  of  a  depository  institution. 
Our  1993  survey  will  address  the  extent  of  the 
influence. 

Q:  How  does  the  existence  of  recmlatorv  exclusions  in 
D&O  insurance  policies  influence  a  person's 
willingness  to  serve  as  an  officer  or  director? 
Would  a  current  director  or  officer  be  more  or  less 
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likely  to  serve  with  a  D&O  policy  containing  a 
regulatory  exclusion? 

A:  Regulatory  exclusions  would  tend  to  make  a  current 
director  less  likely  to  serve,  assuming  the 
director  was  aware  of  the  issue.  We  have  not 
measured  to  what  extent  a  regulatory  exclusion 
causes  director  resignations. 

Q:  If  D&O  insurance  policies  that  contain  regulatory 
exclusions  do  not  protect  officers  and  directors 
from  lawsuits  brought  by  the  government  in  the 
event  of  failure,  why  do  officers  and  directors 
purchase  such  policies? 

A:  Depository  institutions  purchase  D&O  insurance 
policies  for  reasons  other  than  to  insure  against 
risk  of  suit  by  the  government.  Shareholder, 
derivative  and  employee  suits,  among  others,  place 
directors  and  their  institutions  at  some  risk. 

Q:  Should  a  depository  institution  be  permitted  to 
purchase  D&O  insurance  policies  that  contain 
regulatory  exclusions? 

A:  We  are  in  favor  of  depository  institutions  being 
able  to  purchase  D&O  insurance  policies,  even  if 
they  contain  regulatory  exclusions.  We  strongly 
urge  our  members  and  their  institutions  to 
negotiate  with  insurers  for  regulatory  coverage, 
but  if  they  are  unsuccessful,  it  is  important  that 
they  have  the  opportunity  to  insure  against  other 
risks. 

Q:  Is  there  any  empirical  evidence  to  show  that  a  lack 
of  D&O  insurance  causes  healthy  or  financially 
troubled  depository  institutions  to  fail? 

A:  We  are  not  aware  of  a  direct  correlation  between 
the  lack  of  D&O  insurance  and  bank  failures. 
Depository  institutions  often  have  in  place 
indemnification  provisions  in  their  charter  or 
bylaws  which  require  them  to  indemnify  directors 
under  certain  circumstances.  It  is  conceivable 
that  a  depository  institution  may  be  required  to 
indemnify  directors  in  such  large  amounts  that  such 
payments  could  cause  a  failure  of  the  institution, 
unless  D&O  insurance  reimbursed  the  institution  for 
such  indemnification. 

Lack  of  D&O  insurance  can  also  result  in  the  loss 
of  qualified  directors.   If  the  institution  does 
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not  have  qualified  directors,  that  circumstance  can 
weaken  the  institution  and  conceivably  cause  the 
institution  to  fail. 

Q:  In  your  opinion,  to  what  extent  would  legislative 
lancmaoe  that  invalidated  regulatory  exclusions 

affect the availability  to  D&O  insurance   for 

depository  institutions? 

A:  We  do  not  know  how  legislative  language  that 
invalidated  regulatory  exclusions  would  affect  the 
availability  of  D&O  insurance  for  depository 
institutions,  but  we  do  have  concern  that  the  D&O 
insurance  would  become  more  difficult  to  obtain  for 
many  institutions  and  that  the  cost  of  the 
insurance  may  increase. 

Q:    Should  insurance  companies  that  underwrite  D&O 

policies be   permitted   access   to   supervisory 

agreements  and  examination  reports  in  order  to 
allow  them  to  make  more  informed  decisions  about 
offering  D&O  insurance? 

A:  We  believe  that  insurers  can  reach  an  informed 
decision  through  use  of  questionnaires  and 
Interviews  with  bank  directors  and  officers, 
without  reviewing  excunlnation  reports.  Formal 
agreements  and  Cease  and  Desist  Orders  are  public 
documents  and  may  be  reviewed  under  current  laws  by 
insurers. 

Q:    Does  vour  organization  support  state  efforts   to 

raiss the threshold   of   officer   and   director 

liability  to  gross  negligence?   Please  explain. 

A:  We  support  state  efforts  to  review  state  laws 
affecting  directors  of  state-chartered  ban)cs  and 
savings  institutions  to  assure  that  directors  are 
protected  in  reaching  honest  business  decisions  on 
a  reasonably  informed  basis.  We  are  not  currently 
in  a  position  to  endorse  or  criticize  any  state  law 
until  the  Director  Responsibility  Task  Force 
completes  its  review  of  state  laws. 
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Good  morning,  Mr.  Chairman  and  members  of  the  Committee.  My 
name  is  Lena  Mkhitarian  and  I  am  appearing  to  you  today  on  behalf 
of  American  International  Group  pursuant  to  your  written  request. 

With  me  today  is  Larry  Simms  from  Gibson  Dunn  &  Crutcher.  Mr. 
Simms  would  be  pleased  to  discuss  the  public  policy  and  legal 
issues  involved  with  the  regulatory  exclusion  as  well  as  the 
standard  of  care  to  which  directors  are  subjected.  We  have  also 
attached  hereto  as  Exhibit  A  a  report  prepared  by  Gibson  Dunn  & 
Crutcher  at  our  request  regarding  these  issues.  We  appreciate  this 
opportunity  to  address  you  directly  on  what  we  view  to  be  vital 
issues,  both  to  the  economy  generally  and  to  insurance  and  banking 
industries  particularly. 

The  comments  that  I  make  today  respond  to  the  questions  posed 
in  your  invitation  amd  are  based  on  AIG's  experience  and  expertise 
in  the  financial  institutions  market  and  describe  AIG's  response  to 
changes  in  the  bemking  industry  caused  by  shifts  in  the  economy,  as 
well  as  legislative  and  judicial  activity.  Both  I  and  Mr.  Simms 
will  be  happy  to  answer  any  questions  that  you  may  have  at  the 
conclusion  of  my  prepared  statement. 

American  International  Group  is  the  world  wide  market  leader 
in  providing  'Directors  and  Officers  Insurance  to  financial 
institutions  and  other  enterprises.  I  aun  a  Vice  President  of 
National  Union  Fire  Insurance  Company  of  Pittsburgh,  Pa.,  a  member 
company  of  AIG.   and  the  Divisional  President  for  Financial 
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Institutions  Products.  I  have  been  an  underwriter  of  financial 
institutions  D&O  insurance,  eunong  other  products,  for  over  10 
years. 

THE  DSO  INSURANCE  MARKET  PLACE 

For  the  past  20  years,  the  Wyatt  Company  has  compiled 
statistical  information  regarding  Directors  and  Officers  Insurance 
from  corporations,  banks  and  other  entities.'  According  to  the 
1992  Wyatt  Survey  of  Directors  and  Officers  Insurance,  the  D&O 
insurance  market  currently  consists  of  approximately  57  insurers, 
33  of  which  underwrite  financial  institutions  D&O  insurance. 
Selected  poirtions  of  the  Wyatt  Survey  are  attached  hereto  as 
Exhibit  B. 

While  D&O  policy  forms  and  coverages  differ  slightly  among  the 
different  insurers,  all  generally  provide  reimbursement  coverage  to 
the  financial  institution  for  costs  incurred  in  indemnifying  its 
directors  and  officers  for  the  costs  of  defense  and  ultimate 
disposition  of  lawsuits,  as  well  as  coverage  directly  to  directors 
and  officers. 

This  insurance  generally  covers  all  claims  against  directors 
and  officers  in  their  capacity  as  such  unless  otherwise  excluded. 


'The  Wyatt  Company  is  an  independent  organization  that  gathers 
insurance  and  claims  information  on  different  types  of  insiirance. 
Wyatt  is  the  most  comprehensive  source  of  industry-wide  statistics 
and  bases  its  statistics  on  responses  from  over  1,300  purchasers  of 
directors  and  officers  liability  insurance. 
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The  financial  institution  virtually  always  purchases  this  insurance 
on  behalf  of  its  directors  and  officers,  and,  in  the  case  of  most 
claims,  receives  coverage  for  its  indemnification  obligations  to 
the  directors  and  officers.  No  coverage  is  provided  for  defense 
costs  or  other  loss  incurred  by  institution  on  its  on  behalf. 

Frequency/Susceptibility  of  Claims 

Over  the  last  decade,  bank  directors  and  officers  have  been 
subjected  to  increasingly  costlier  litigation.  According  to  the 
Wyatt  Survey,  large  banks  (defined  as  those  with  asset  size  of  $1 
billion  or  greater)  were  more  susceptible  to  claims  than  any  other 
business  group  and  were  also  prone  to  experience  more  claims  per 
survey  participant  than  other  groups.  Table  28  of  the  Survey,  for 
example,  rates  the  frequency  and  susceptibility  of  claims  by 
business  type.  Large  banks  were  rated  as  having  a  42%  chance  of 
having  a  claim  asserted  against  them,  which  was  10%  higher  than  any 
other  business  type.  Of  greater  significance,  the  frequency  of 
claims  for  large  banks  was  listed  as  1.10  or  40%  higher  than  the 
next  highest  industry.^ 

Types  of  Claims 

The  largest  percentage  of  claims  reported  to  Wyatt  in  the  bank 
group  were  brought  by  customers/clients  (41%) •    Second  most 


^Frequency  was  defined  in  the  survey  as  the  average  nximber  of 
claims  per  participant. 
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prevalent  for  large  banks  were  shareholder  suits  (39%)  and  then 
employee  claims  (13%) .  Competitors  and  governmental  claims 
including  regulatory  claims  made  up  the  remaining  7  percent  but 
were  not  categorized  separately.  While  coverage  under  a  D&O  policy 
for  claims  is  dependent  upon  the  facts  and  circumstances  unique  to 
the  claim  and  on  the  terms  and  conditions  of  the  policy  at  issue, 
generally  shareholder  claims  are  covered,  as  are  employee  claims, 
competitor  claims,  and  many  customer \client  claims.  Regulatory 
coverage  is  negotiated  on  a  case  by  case  basis  since  regulatory 
claims  present  several  problems. 

Regulatory  claims  are  quite  severe  from  the  insurer's  point  of 
view.  The  regulators  often  seek  large  damages  after  the  failure  of 
an  institution,  usually  comparable  to  the  amount  of  the 
institution's  deficit  at  closure,  and  demand  full  policy  levels. 

Regulators  have  generally  devoted  far  more  resources  to 
prosecution  of  their  claims  than  would  be  possible  for  private 
parties.  Regulatory  claims  historically  have  cost  more  in  terms  of 
defense  and  ultimately,  settlement  in  comparison  to  private  third 
party  suits.  Regulators  have  possession  of  all  the  books  and 
records  of  an  institution  which  mcdces  preparation  of  a  defense  as 
well  as  evaluation  of  claims  difficult.  They  have  extraordinary 
powers  to  impose  administrative  sanctions  such  as  prejudgment 
interest,  civil  money  penalties,  cease  and  desist  orders,  and 
temporary  injunctions  freezing  assets,  generally  without  a  hearing. 
Moreover,  directors  and  officers  defenses  as  against  regulators 
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have  been  limited  by  statute.  Taken  together,  directors  and 
officers  as  well  as  insurers  have  less  ability  to  defend  themselves 
than  in  the  case  of  private  plaintiffs. 

The  standard  of  liability  asserted  by  the  regulators  is  so 
minimal  as  to  make  regulatory  claims  hard  to  defend.  This  also 
acts  as  a  disincentive  for  talented  individuals  to  serve  on  bank 
boards  since  memy  individuals  are  not  willing  to  expose  their 
personal  assets  if  their  business  judgment  is  subject  to  review  by 
hindsight.  Recognizing  this  problem,  many  states  enacted  statutes 
which  protect  directors  and  officers  from  liability  to  private 
parties  for  business  judgments  which  t\irn  out  badly  in  the  absence 
of  fraud  or  self  dealing.  Even  Harris  Weinstein,  former  chief 
counsel  of  OTS,  has  questioned  the  appropriateness  of  asserting 
negligence  claims  against  directors  and  officers  because  it 
disregards  the  business  judgement  rule. 

During  the  early  1980 's,  bank  failures  reached  the  highest 
level  since  the  depression  as  banks  dealt  with  deregulation  while 
operating  in  an  economic  downturn.  By  1985,  reinsurance  for 
financial  institutions  D&O  insurance  became  virtually  nonexistent, 
and  only  five  or  six  insurers  continued  to  write  financial 
institutions  D&O  coverage.  Premiums  and  retentions  increased, 
while  limits  and  policy  periods  were  reduced.  Many  smaller  or 
weaker  financial  institutions  found  that  they  were  priced  out  of 
the  market  for  this  insurance. 
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The  few  insurers  that  stayed  in  the  financial  institutions  D&O 
field,  such  as  AIG,  tightened  underwriting  criteria,  charged 
substantially  higher  premium,  and  negotiated  to  restrict  coverage 
in  attempts  to  exclude  unmanageable  risks,  such  as  regulatory 
suits.  Since  insurers  did  not  believe  that  they  could  underwrite 
claims  of  the  financial  institution  from  these  regulatory  actions, 
both  the  regulatory  and  "insured  versus  insured"  exclusions  were 
used  to  make  it  clear  that  the  institution  could  not  use  the  D&O 
insurance  to  recoup  its  own  losses.  The  latter  remains  standard  on 
all  policies  today  but  the  regulatory  exclusion  has  become 
negotiable  for  some  institutions,  particularly  as  the  health  of  the 
banking  industry  has  improved. 

Even  with  the  above  precautions,  our  results  for  the  financial 
institutions  D&O  book  of  business  during  the  period  from  1980 
through  1985  were  dismal,  with  losses  in  excess  of  400%.  We  have 
previously  provided  a  submission  in  connection  with  the 
FDIC/Treasury/Justice  Study  of  D&O  Insurance  pursuant  to  FIRREA 
that  includes  some  of  this  type  of  financial  information,  as  well 
as  AIG's  position  on  D&O  insurance  for  financial  institutions.  We 
would  be  happy  to  provide  another  copy  of  that  submission,  with  or 
without  exhibits,  should  you  desire. 

Insurance  companies  are  not  bottomless  pits  but  rather  are 
required  by  regulation  and  by  their  shareholders  to  charge  adequate 
premiums  for  the  risks  covered.  Shifting  the  burden  of  losses  not 
contemplated  by  the  contracts  can,  on  the  extreme,  threaten  the 
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solvency  of  insurers.  One  only  has  to  look  at  the  newspaper 
reports  about  the  financial  condition  of  Lloyds  to  see  what  can 
happen. 

THE  REGULATORY  EXCLUSION 

The  regulatory  exclusion  eliminates  coverage  for  claims 
against  directors  and  officers  that  are  brought  by  or  on  behalf  of 
federal  or  state  regulatory  agencies. 

The  regulatory  exclusion  is  a  negotiated  item  on  D&O  policies 
on  a  case-by-case  basis,  typically  with  a  professional  broker 
participating  in  these  negotiations  to  advise  the  insured.  We  do 
have  insureds  for  which  we  currently  provide  full  regulatory 
coverage.  These  tend  to  be  strong,  well  managed  institutions  where 
it  is  determined  that  the  risk  of  insolvency  is  minimal  and  their 
relationship  with  regulators  has  been  satisfactory.  In  the  ABA 
1992  survey,  for  excunple,  only  21%  of  all  banks  indicated  that 
their  D&O  insurance  included  a  regulatory  exclusion.  Institutions 
also  negotiate  partial  regulatory  coverage  through  the  use  of  sub- 
limits or  defense  only  coverage,  depending  upon  the  institution's 
management  and  financial  condition.  There  are  some  institutions 
for  which  we  will  only  consider  writing  policies  with  a  full 
regulatory  exclusion,  and  many  we  will  not  underwrite  at  all. 
These  are  generally  the  weadcer  institutions  or  those  with  a  history 
of  regulatory  problems.  A  prohibition  on  the  use  of  the  regulatory 
exclusion  may  necessitate  their  looking  for  another  insurer. 
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Past  experience  has  indicated  that  we  are  not  able  to 
profitably  write  this  business  on  a  broad  basis.  Financial 
institutions  are  uniquely  susceptible  to  changes  in  the  economic 
and  political  environment.  Between  1980  and  1991,  roughly  1,400 
banks  failed  or  otherwise  came  under  control  of  regulators, 
according  to  previous  FDIC  testimony.  Regardless  of  the  reason 
these  institutions  failed,  if  there  was  insurance  available, 
regulators  brought  suit. 

Ironically,  the  FDIC/RTC's  position  on  the  regulatory 
exclusion  is  inconsistent  with  the  longstanding  policy  of  the 
Comptroller  of  the  Currency  that  D&O  insurance  may  not  cover  civil 
money  damage  and  other  administrative  liabilities  of  a  bank 
director  or  officer.  The  OCC,  by  interpretive  ruling  12  C.F.R. 
7.5217,  does  not  permit  indemnification  of  directors,  officers,  or 
employees  of  a  bank  for  expenses,  penalties  or  other  payments 
incurred  in  an  administrative  proceeding  or  action  initiated  by  a 
regulatory  agency  where  civil  money  penalties  are  levied.  With  the 
passage  of  FIRREA,  such  penalties  have  increased  to  as  much  as  $1 
million  per  day  per  violation.  The  Comptroller's  position  has  been^ 
effectively  codified  in  1990  eunendments  to  the  FDIC  Act.  The 
presumption  appears  to  be  that  a  director  or  officer  will  be  more 
attentive  to  his  duties  and  responsibilities  if  he  knows  that  his 
own  money  is  at  risk. 

The  FDIC  claims  that  it  has  a  clear  mandate  from  Congress  to 
maximize  recoveries  from  those  who  caused  the  losses  to  its 
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insurance  funds  and  has  sought  to  have  courts  invalidate  regulatory 
exclusions.  While  AIG  agrees  that  those  involved  in  serious 
vnrongdoing  should  be  held  personally  accountable,  we  would 
emphasize  that  the  insurance  industry  was  not  responsible  for  the 
problem.  More  importantly,  the  insurance  industry  did  not  agree  to 
cover  that  risk,  nor  did  insurers  charge  a  premium  commensurate 
with  assuming  that  risk  where  the  exclusion  was  written  into  the 
policy.  Insurers  should  not  be  punished  by  legislative 
invalidation  of  exclusions  carefully  negotiated  cimong  private 
parties. 

IMPORTANCE  OF  DfiO  INSXIRANCE  TO  MANAGEMENT 

It  is  our  belief  that  directors  and  potential  directors  are 
more  concerned  with  whether  D&O  insurance  is  available  than  with 
whether  it  covers  regulatory  suits.  From  time  to  time  the  FDIC  has 
suggested  that  it  is  somewhat  inconsistent  for  the  insuramce 
industry  to  agree  that  D&O  insurance  is  necessary  while  at  the  same 
time  insurers,  on  a  company-by-company  and  policy-by-policy  basis 
may  insist  upon  regulatory  exclusions.  However,  institutions  have 
regularly  purchased  this  insurance  even  when  regulatory  coverage  is 
not  available  since  it  is  a  valuable  tool  to  protect  the  directors 
and  officers  as  well  as  the  institution. 

As  shown  in  the  Wyatt  Survey  mentioned  above,  directors  and 
officers  of  financial  institutions  are  far  more  at  risk  of 
shareholder,  creditor,  employee,  and  customer/client  suits  than  of 
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regulatory  suits.  In  a  1992  survey  of  bank  directors  conducted  by 
Muggins  &  Associates  in  conjunction  with  the  ABA  Banking  Journal, 
respondents  were  asked  whether  they  had  D&O  insurance  in  place. 
Fully  80%  of  the  406  banks  replying  indicated  that  they  carried  D&O 
insurance  to  protect  their  directors  and  officers.  The  Wyatt 
Survey  also  reveals  that  no  banking  participants  felt  the  insurance 
unnecessary.  For  those  banking  entities  without  D&O  insurance, 
various  reasons  were  given  for  the  lack  of  coverage,  but  0%  said 
they  saw  no  need  for  it. 

In  a  separate  survey  of  trade  associations  apparently 
conducted  by  the  FDIC,  respondents  were  asked  whether  D&O  insurance 
was  sufficiently  important  to  affect  directors'  and  potential 
directors'  decisions  to  serve.  Thirty  of  the  thirty-six 
respondents  said  yes.  When  asked  what  impact,  if  any,  a  regulatory 
exclusion  has  on  a  director's  willingness  to  serve,  the  majority 
either  did  not  answer  (15  of  36)  or  answered  "none"  (12  of  36)  . 
Four  respondents  thought  the  impact  would  be  minimal,  and  only  six 
thought  the  impact  would  be  serious. 

After  amendments  to  the  FDIC  Act  were  passed  which  limited  the 
ability  of  insured  institutions  to  purchase  insxirance  for  some 
regulatory  claims,  there  was  some  interest  expressed  by  directors 
and  officers  in  policies  designed  to  protect  them  in  such  cases. 
Despite  the  early  interest,  few,  if  any,  policies  have  been 
purchased  by  the  directors  and  officers  for  their  own  account. 


106 


IMPORTANCE  OF  D&O  INSORANCB  TO  FINANCIAL  INSTITUTIONS 

The  Committee  has  asked  whether  there  is  any  empirical 
evidence  to  show  that  a  lack  of  D&O  insurance  causes  a  healthy  or 
financially  troubled  depository  institution  to  fail.  We  are  aware 
of  no  study  which  directly  addresses  that  issue.  Our  belief, 
however,  is  that  the  lack  of  D&O  insurance  is  likely  to  hamper  an 
institution's  ability  to  attract  and  retain  competent  management 
and  leadership.  The  lack  of  such  coverage  may  be  especially 
problematic  in  the  case  of  weaker  institutions.  In  the  Huggins  & 
Associates  bank  director  survey  mentioned  above,  74%  of  the 
respondents  indicated  that  increased  director  liability  concerns 
had  decreased  the  pool  of  potential  directors.  Newspaper,  magazine 
and  law  review  articles  have  been  written  about  the  shortage  of 
potential  directors  and  the  difficulty  of  attracting  competent 
individuals  to  such  a  high  risk  position. 

It  must  be  remembered,  however,  that  D&O  insurance  will  fund 
an  institution's  indemnification  obligation  and  thereby  provides  a 
direct  financial  benefit  to  the  institution.  Most  lawsuits  are 
against  both  the  institution  and  its  directors  and  officers,  and 
each  have  separate  liabilities.  Consequently,  for  institutions 
without  insurance,  a  major  claim  payment  can  affect  the 
institution's  balance  sheet. 

This  became  evident  in  the  last  recession  during  which  there 
was  a  high  incidence  of  shareholder  suits  against  the  financial 
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institution  as  well  as  the  directors  and  officers.  Our  company 
paid  a  substantial  portion  of  the  defense  and  settlement  expenses 
of  that  litigation  and,  as  in  the  early  80's,  suffered  loss  ratios 
well  in  excess  of  100%.  Thus,  the  insurance,  even  absent 
regulatory  coverage,  provided  a  real  benefit  to  our  customers. 

ACCESS  TO  SUPERVISORY  AND  EXAMINATION  REPORTS 

Our  underwriting  process  for  financial  institutions'  D&O 
insurance  is  detailed.  We  consider  an  institution's  management, 
the  market  in  which  it  operates  and  its  strategic  plans.  We 
perform  a  detailed  financial  analysis,  reviewing  levels  and  trends 
of  earnings,  capital,  reserves  and  loan  recoveries.  We  also 
routinely  question  management  about  their  compliance  with 
regulatory  criticisms.  We  sometimes  learn  after  we  have  issued  a 
policy  that  misrepresentations  were  made  as  to  the  extent  or  type 
of  compliance.  Access  to  supervisory  agreements  and  examination 
reports  could  add  information  on  which  to  base  our  underwriting 
decisions  for  a  number  of  institutions,  especially  those  that  have 
experienced  difficulties.  Evidence  of  improving  performance  found 
in  regulatory  reports  could  enable  us  to  take  a  risk  on  that 
institution.  Underwriters  might  also  be  better  able  to  gauge  the 
degree  to  which  management  had  made  efforts  to  address  and  resolve 
regulatory  criticisms  to  determine  whether  to  provide  regulatory 
coverage  in  selected  circumstances.  Thus,  for  difficult  risks, 
access  by  insurers  to  regulatory  reports  would  be  to  their  benefit. 


108 


LEGISLATIVE  INVALIDATION  OP  THE  REGULATORY  EXCLUSION 

We  strongly  oppose  the  legislative  invalidation  of  regulatory 
exclusions,  retroactively  or  prospectively.  We  and  our  customers 
agreed  on  the  risks  that  would  be  accepted  for  the  premium  charged. 
In  this  case,  we  did  not  underwrite  losses  to  the  institution,  nor 
did  we  agree  to  provide  a  fund  for  the  regulators  to  offset  their 
losses  —  after  all,  the  FDIC  is  an  insurance  company  and  exists  to 
cover  the  insolvency  of  their  insured  institutions  and,  unlike  us, 
charged  a  premium  to  provide  that  coverage. 

Further,  the  viability  of  the  regulatory  exclusion  has  been 
litigated  nationwide.  Appellate  courts  have  upheld  the  exclusion 
as  not  against  public  policy. 

In  the  event  the  regulatory  exclusion  is  invalidated  by 
legislation,  we  will  continue  to  write  D&O  insurance  for  large, 
well  managed  and  well  capitalized  institutions,  but  our  writing  for 
other  institutions  will  probably  decrease  significantly.  Other 
insurers  may  leave  the  market,  as  many  did  in  the  mid-1980s,  and 
reinsurance  support  will  again  dry  up-  Undercapitalized  and 
troubled  institutions  may  find  it  difficult  to  obtain  coverage. 

AIG  would  give  consideration  to  modification  of  other  policy 
terms  and  conditions  and  without  doubt,  premiums  would 
significantly  increase.  We  presume  that  other  insurers  will  also 
consider  ways  to  contain  their  risk. 
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We  question  whether  the  FDIC  will  in  fact  be  better  off  by 
invalidating  regulatory  exclusions,  if  only  one  large  institution 
fails  because  it  could  not  obtain  O&O  insurance  and  was  thus  unable 
to  attract  competent  management  and  leadership,  the  cost  to  the 
Bank  Insurance  F\ind,  and  ultimately  the  taxpayer,  may  far  outweigh 
any  recoveries  that  the  FDIC  would  garner  though  invalidating  the 
regulatory  exclusion- 

CONCLUSION 

In  the  end,  invalidation  of  the  regulatory  exclusion  on  D&O 
policies  is  an  attempt  to  shift  a  failed  institution's  loss  to  the 
private  insurance  mcirket.  Those  insurers  negotiated  coverages  and 
priced  them  not  to  include  this  risk.  Conversely,  the  FDIC/RTC  and 
formerly  FSLIC  were  created  expressly  to  take  on  the  risk  of 
insolvency.  It  is  fundamentally  unfair,  and  probably 
unconstitutional,  to  force  insurers,  who  did  not  bargain  for  the 
risk  and  did  not  price  coverage  to  include  the  risk,  to  assume  the 
that  risk  after  the  fact.  If  regulators  want  the  insurance 
industry  to  take  on  this  risk,  we  suggest  that  they  pursue 
discussions  regarding  the  possibility  of  reinsurance  with  the 
industry. 

On  behalf  of  AIG,  I  would  like  to  thank  you  for  this 
opportiinity  to  present  our  views  on  this  important  issue.  Mr. 
Simms  and  I  would  be  more  than  happy  to  answer  any  questions  which 
you  may  have. 
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Introduction 

I  am  Susannah  Goodman,  a  legislative  advocate  with  Public 
Citizen's  Congress  Watch.   Pxoblic  Citizen  is. a  national  consumer 
organization  founded  by  Ralph  Nader  in  1971.   Congress  Watch  is 
the  lobbying  arm  of  Public  Citizen. 

I  am  here  today  to  discuss  the  directors'  and  officers' 
(D&O)  liability  insurance  policy  of  "regulatory  exclusion"  which 
bars  payments  to  the  FDIC,  the  RTC,  or  state  regulatory  bodies 
who  sue  on  behalf  of  teu^ayers.   Public  Citizen  finds  insurers' 
use  of  the  "regulatory  exclusion"  unfair  and  ill-founded.  The 
policy  has  cost  taucpayers  almost  a  billion  dollars  in  lost 
recoveries.   Furthermore,  because  the  policy  discourages  well- 
qualified  officers  and  directors  from  serving  on  the  boards  of 
marginal  thrifts,  it  discourages  good  management  and  safety  and 
soundness  in  the  industry. 

Congress  is  in  large  part  responsible  for  the  rationale 
which  allows  the  regulatory  exclusion  to  continue.   The  courts' 
decisions  to  uphold  regulatory  exclusions  when  the  FDIC  and  RTC 
have  challenged  them,  have  been  grounded  in  the  Financial 
Institutions  Reform  Recovery  emd  Enforcement  Act  (FIRREA)  Section 
1821(e) (12) (A)  and  Section  1821  (e) (12) (B)  which  Congress  passed 
in  1989.    It  is  ironic  that  language  in  FIRREA  should 
unnecessarily  bar  taxpayers  from  recovering  funds  and  discourage 
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good  managers  from  serving  as  officers  and  directors.   FIRREA  was 
designed  to  reinstitute  safety  and  soundness  into  the  thrift 
industry  and  to  recover  money  for  taxpayers.   Public  Citizen 
calls  for  immediate  legislative  action  which  would  delete  Section 
1821(e) (12) (A)  and  Section  1821  (e) (12) (B)  of  FIRREA.   This 
deletion  should  be  accompanied  by  both  statutory  language  and  an 
expression  of  congressional  intent  declaring  regulatory 
exclusions  to  be  against  public  policy. 

Background 

The  savings  and  loan  scandal  is  the  biggest  and  most 
expensive  financial  debacle  in  history.   Over  time  the  debacle  is 
estimated  to  cost  the  U.S.  taxpayers  anywhere  from  $300  billion 
to  $500  billion. 

Politicians  of  both  parties  toolc  millions  of  dollars  in 
cainpaign  contributions  and  speech  fees  from  the  financial 
industry,  and  then  voted  to  deregulate  the  S&Ls.   Those  acting  on 
behalf  of  the  S&L  industry  included  some  of  the  most  powerful 
people  in  Washington  —  from  former  Speaker  of  the  House  Jim 
Wright  who  held  vital  legislation  hostage  for  the  benefit  of  a 
few  cronies  in  the  Texas  S&L  industry,  to  the  notorious  five 
senators  who  took  $1.4  million  from  Charles  Keating  and  then 
intervened  on  behalf  of  Lincoln  Savings  and  Loan. 

Encouraged  by  the  S&L  industry,  throughout  the  1980s, 
Congress  passed  legislation  which  allowed  S&L  industry  executives 
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to  engage  taxpayer -backed  deposits  in  risky  speculative 
investments.  At  the  same  time,  Congress  pulled  regulators  off 
the  beat  who  could  have  blown  the  whistle  on  this  risky  behavior. 
When  the  risks  and  gambles  of  the  S&L  industry  didn't  pay  off, 
S&Ls  failed  in  droves.   So  many  S&Ls  failed  that  the  Federal 
Savings  and  Loan  Insurance  Corporation  became  bankrupt  and 
Congress  was  forced  to  step  in  and  find  a  solution  to  a  crisis  it 
helped  create. 

The  Resolution  Trust  Corporation  was  created  through  FIRREA 
to  resolve  insolvent  thrifts  and  authorize  funds  to  pay  off 
depositors  at  these  insolvent  institutions.  FIRREA  also 
reregulated  existing  S&LS  creating  new  standards  of  safety  and 
soundness  and  new  high  standards  of  liability  to  discourage  risky 
behavior  and  prevent  further  failures. 

Reeling  from  constituents  anger  over  the  crisis.  Members  of 
Congress  have  sworn  to  do  everything  in  their  power  to  recoup 
money  from  those  responsible  for  its  loss.   Congress  vested  the 
Resolution  Trust  Corporation  with  the  authority  to  sue  officers 
and  directors  whose  actions  contributed  to  the  downfall  of  the 
S&Ls. 

Unfortunately  and  ironically,  ever  since  the  passage  of 
FIRREA,  it  has  been  much  more  difficult  to  sue  officers  and 
directors  of  failed  savings  and  loans  and  collect  from  their 
insurers.   Those  who  insure  directors  and  officers  with  liability 
insurance  have  created  a  clause,  or  "regulatory  exclusion,"  in 
their  policies  which  states  that  if  a  government  agency  sues 
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these  officers  and  directors,  the  insurer  is  not  obligated  to 
pay.    In  such  a  case  the  insurer  purports  to  exclude  any 
recovery  on  the  insurance  if  a  D&O  suit  is  brought  by  or  on 
behalf  of  any  federal  or  state  regulatory  authority  whether  as 
receiver,  conservator,  purchaser  of  assets  or  in  any  other 
capacity.   Courts  have  interpreted  a  section  of  FIRREA,  12  U.S.C 
Section  1821 (e) (12 ) (A)  and  12  U.S.C.  Section  1821  (e)(12)(B),  to 
create  a  "public  policy"  position  which  allows  such  regulatory 
exclusions  to  stand. 

Before  FIRREA,  the  FDIC  successfully  sued  to  recover  lost 
funds  from  officers  and  directors.   Regulatory  exclusions  did  not 
generally  not  hold  up  in  court  because,  among  other  more 
technical  arguments,  courts  found  that  such  exclusions  "went 
against  public  policy."   Regulatory  exclusions  were  contrary  to 
public  policy  because  they  prevented  the  FDIC  from  marshalling 
and  recovering  the  assets  of  a  failed  bank. 

However,  since  the  enactment  of  FIRREA,  the  courts  have 
tended  to  uphold  the  exclusion  because  of  specific  language  in 
FIRREA. 

Specifically,  12  U.S.  C  Section  1821 (e) (12) (A)  of  FIRREA 

provides : 

The  conservator  or  receiver  may  enforce  any  contract,  other 
than  a  director's  or  officer's  liability  insurance  contract 
or  a  depository  institution  bond,  entered  into  by  the 
depository  institution  notwithstanding  any  provision  of  the 
contract  providing  for  termination,  default,  acceleration  or 
exercise  of  rights  upon,  or  solely  by  reason  of  insolvency 
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or  the  appointment  of  a  conservator  or  receiver,  (emphasis 
added) 

Because  Congress  appeared  to  specifically  exclude  fidelity 

insurance  from  the  prohibition  against  termination  of  contracts 

in  the  event  of  insolvency,  the  bank  and  thrift  regulators  lost 

grounds  to  claim  that  such  exclusions  went  against  public  policy. 

In  doing  so  Congress  specifically  allowed  insurance  corr5)anies 

special  privileges. 

Regulatory  Exclusions  Are  Inequitable 

Directors'  and  officers'  liability  insurance  protects 
directors  and  officers  against  liability  arising  from  wrongful 
conduct  such  as  negligence,  gross  negligence  and  breach  of 
fiduciary  duty. 

Legal  actions  against  directors  and  officers  are  relatively 
unusual  but  the  cost  of  defending  and  settling  such  actions  may 
be  substantial.  Both  the  directors  and  officers  and  the  financial 
institution  are  protected  from  catastrophic  loss  through  payment 
of  the  premium. 

It  is  absurd  that  insurers  should  be  able  withhold  that 
protection  simply  because  legal  actions  are  taken  on  behalf  of 
taxpayers,  not  shareholders  or  depositors. 

If  the  identical  suit  were  brought  by  a  shareholder, 
depositor  or  someone  other  than  the  government,  it  would  be 
covered  by  the  policy.   Why  then  should  the  government's  not  be 
covered?  Under  bankruptcy  law,  insurers  and  other  private 
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parties  are  not  permitted  to  escape  liability  through 
exclusionary  clauses  in  government  contracts. 

The  Impact  of  Regulatory  Exclusions 

The  impact  of  the  language  in  FIRREA  and  subsequent  court 
decisions  upholding  the  regulatory  exclusion  has  been 
devastating.   D&O  carriers  have  attempted  to  bar  recovery  from 
the  RTC  and  FDIC  every  time  an  insured  depository  fails.    The 
agencies  have  lost  nearly  every  case  involving  a  regulatory 
exclusion  since  FIRREA.   According  to  the  FDIC,  close  to  $1 
billion  which  could  have  been  recovered  from  lawsuits  against 
officers  and  directors  has  been  lost. 

Moreover,  directors  and  officers  of  failed  institutions  are 
left  unprotected  against  claims  by  the  FDIC.   Prospective 
directors  and  officers  of  banking  institutions  should  have 
complete  D&O  insurance  available  to  them  in  order  to  maintain  and 
to  increase  the  size  of  the  pool  of  highly  qualified  persons 
willing  to  serve.   Good  managers  make  for  sound  institutions. 

The  lilabillty  Crisis  and  the  Regulatory  Exclusion 

The  existence  of  the  regulatory  exclusion  discourages  good 
managers  from  serving  as  officers  and  directors  of  failing 
thrifts  at  a  time  when  their  talents  are  most  needed.   Good 
managers  can  help  turn  an  institution  around.    Regulatory 
exclusions  create  a  disincentive  for  talented  people  to  serve 
because  they  cannot  be  protected  from  loss. 
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Indeed,  this  congressional  session  Members  of  Congress  have 
been  bombarded  with  cries  from  the  banking  industry  that  officers 
and  directors  are  unjustly  being  sued  by  the  FDIC  and  the  RTC. 
There  are  claims  that  there  is  a  liability  crisis  which  is 
discouraging  good  officers  and  directors  from  serving. 

Some  Members  of  Congress  have  incorrectly  responded  to 
these  cries  by  calling  for  legislation  which  would  reduce 
standards  of  liability  for  officers  and  directors.  Indeed,  there 
is  legislation  pending  in  Congress  to  completely  exempt  outside 
directors  from  any  liability  under  the  law  (see  HR  962) .   Far 
from  curing  the  problem,  these  actions  represent  severe 
backsliding  to  the  low  standards  of  liability  which  led  to  the 
thrift  crisis  in  the  first  place. 

Moreover,  at  least  seven  states  in  the  past  fourteen  months 
have  passed  laws  which  lower  the  standard  of  liability  for 
officers  and  directors  from  siitple  negligence  to  gross 
negligence.  Gross  negligence  is  more  difficult  to  prove  because 
regulators  have  to  prove  "an  absence  of  care.*  Not  only  do  these 
new  laws  make  it  more  difficult  for  the  RTC  and  the  FDIC  to 
recover  taxpayer  dollars  lost  due  to  misconduct  on  the  part  of 
officers  and  directors,  but  they  also  send  the  message  that 
negligent  corporate  conduct  is  tolerable. 

Clearly,  the  solution  is  not  to  lower  or  eliminate  standards 
of  liability  for  officers  and  directors.   The  solution  is  to 
remove  the  disincentive  officers  and  directors  have  to  serve  in 
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the  face  of  liability  by  discouraging  insurers  from  putting 
exclusionary  clauses  in  their  policies. 

The  FDIC  and  RTC  serve  directly  or  indirectly  as  the 
receiver,  conservator  or  liquidator  of  virtually  all  failed  and 
failing  insured  depositories.   The  FDIC's  obligation  is  to 
realize  as  much  as  possible  on  the  assets  of  the  failed 
institutions  for  the  taxpayers. 

The  FDIC  and  RTC  should  sue  officers  and  directors  of  failed 
institutions  for  breaches  of  fiduciary  duty.   Indeed,  it  is  the 
policy  of  the  FDIC  and  RTC  to  bring  actions  against  directors  and 
officers  if  the  claims  are  cost  effective. 

Conclusion 

Congress  is  in  large  part  responsible  for  the  $300  to  $500 
billion  in  losses  to  taxpayers  through  the  S&L  debacle  because  of 
the  deregulatory  measures  passed  in  the  1980s.   The  misconduct  of 
officers  and  directors  who  are  sued  has  also  contributed 
substantially  to  thrift  insolvencies.   Congress  has  a  fiduciary 
duty  to  represent  the  taxpayers  and  create  a  safe  and  sound  S&L 
industry.   Consequently,  Congress  must  encourage  every  effort  to 
recover  money  lost  to  taxpayers  though  this  crisis  and  through 
the  misconduct  of  officers  and  directors. 

Policies  of  regulatory  exclusion  are  ill-founded  because 
they  expressly  preclude  only  one  class  of  plaintiff  from 
recovering  funds  -  the  U.S.  taxpayers.   They  are  ill-founded 
because  they  have  consistently  impeded  recovery  of  lost  funds. 
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They  are  ill-founded  because  they  deny  insurance  coverage  to 
qualified  officers  and  directors  who  may  be  willing  to  serve. 

Consequently,  Public  Citizen  calls  for  Congress  to 
immediately  enact  legislation  which  would  delete  Section 
1821(e)  (12)  (A)  and  Section  1821  (e)  (12)  (B)  of  FIRREA  accoitpanied 
by  both  statutory  language  and  an  expression  of  congressional 
intent  declaring  regulatory  exclusions  to  be  against  public 
policy.   Such  an  action  would  go  a  long  way  toward  closing  the 
insurance-industry  loop-hole  for  regulatory  exclusions  created  in 
FIRREA. 
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Published  Sources: 


Lavelle,  Marianne   "States  Try  Shielding  S&L  Execs"  National 
Law  Journal  September  13,  1993 

.   Report  on  Directors'  and  Officers'  Liability 

Insurance  and  Depository  Institution  Bonds  Pursuant  to  Section 
220(b)(3)  of  the  Financial  Institutions  Reform.  Recovery,  and 
Enforcement  Act  of  1989   September  13,  1991 
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The  Honorable  Andrew  Hove 

Acting  Chairman 

Federal  Deposit  Insurance  Corporation  (FDIC) 

550  17th  Street,  N.W. 

Washington,  D.C.   20429 

Dear  Mr.  Hove: 

On  November  17,  1993  at  10:00  a.m.,  the  Committee  on  Banking, 
Finance  and  Urban  Affairs  will  hold  a  hearing  to  examine  the 
insurance  industry's  use  of  regulatory  exclusions  contained  in 
directors'  and  officers'  (DiO)  liability  insurance  policies.  You 
or  your  designee  are  respectfully  invited  to  testify  at  the 
hearing. 

So  that  the  Committee  may  better  understand  the  various  issues 
involving  insurance  company  use  of  regulatory  exclusions,  please 
answer  the  following  questions  in  your  written  statement. 

BacXground 

1.  What  types  of  civil  and  criminal  claims  are  typically  brought 
against  officers  and  directors  of  failed  depository 
institutions?  What  percentage  of  depository  institution 
failures  result  in  director  or  officer  liability  claims? 

2.  Define  regulatory  exclusions  and  provide  a  brief  overview  of 
insurance  company  use  of  regulatory  exclusions  in  director  and 
officer  (DSO)  and  banker's  blanket  bond  insurance  contracts. 

Aetna  Court  Interpretation 

1.  Please  provide  an  overview  of  the  Aetna  case's  impact  on  your 
agency's  efforts  to  contest  regulatory  exclusions  in  the 
courts.  Please  provide  a  statistical  overview  of  your 
agency's  experience  in  recovering  under  D&O  policies  before 
and  after  the  Aetna  case. 

2.  Since  the  Aetna  decision,  list  the  cases  in  which  the  courts 
decided  against  the  FDIC's  regulatory  exclusion  arguments. 


122 


Estimate  of  Losses  to  the  Insurance  Fund 

1.  Of  the  failed  depository  institutions  under  your  control,  how 
many  have  D&O  policies  containing  regulatory  exclusions? 

2.  What  is  your  estimate  of  the  range  of  losses  to  the  insurance 
funds  caused  by  regulatory  exclusions? 

3.  In  the  absence  of  regulatory  exclusions,  how  much  would  the 
FDIC  reasonably  expect  to  collect  under  prospective  D&O 
contracts  at  failed  banks  and  thrifts? 

Willingness  to  Serve 

1.  To  what  extent  does  the  existence  or  absence  of  D&O  insurance 
effect  a  persons  willingness  to  serve  as  an  officer  or 
director  of  a  depository  institution  (i.e.  How  important  are 
D&O  policies  to  recruiting  officers  and  directors?)? 

2.  Do  D&O  insurance  policies  that  contain  regulatory  exclusions 
add  or  detract  incentive  for  officers  and  directors  to  serve? 
Would  a  prospective  director  or  officer  candidate  be  more  or 
less  likely  to  serve  with  a  D&O  policy  containing  a  regulatory 
exclusion? 

3.  How  important  are  D&O  policies  to  retaining  officers  and 
directors?  Would  a  current  director  or  officer  be  more  or 
less  likely  to  serve  with  a  D&O  policy  containing  a  regulatory 
exclusion? 

4.  Please  describe  the  current  availability  of  D&O  insurance  at 
depository  institutions.  Is  there  any  empirical  evidence  to 
show  that  a  lack  of  D&O  insurance  causes  healthy  or 
financially  troubled  depository  institutions  to  fail? 

5.  In  your  opinion,  to  what  extent  will  legislative  language  that 
invalidates  regulatory  exclusions  affect  the  availability  to 
D&O  insurance  for  depository  institutions? 

Should  Depository  Institutions  Pay  for  D&O  Policies  that  Contain 
Regulatory  Exclusions? 

1.  Does  a  typical  depository  institution  pay  for  D&O  insurance 
for  its  officers  and  directors? 

2.  Do  D&O  insurance  policies  that  contain  regulatory  exclusions 
actually  protect  officers  and  directors  from  lawsuits  brought 
by  the  government  in  the  event  of  failure? 

3.  Should  a  depository  institution  be  permitted  to  purchase  D&O 
insurance  policies  that  contain  regulatory  exclusions? 

Miscellaneous 

1.  Do  regulatory  exclusions  appear  in  any  lawyer  and  accountant 
malpractice  insurance  contracts? 

2.  Should  insurance  companies  that  underwrite  D&O  policies  be 
permitted  access  to  supervisory  agreements  and  examination 
reports  in  order  to  allow  them  to  make  more  informed  decisions 
about  offering  D&O  insurance? 
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Seven  States  Raise  Threshold  for  Officer  and  Director  Liability 

Over  the  past  two  years,  seven  states  have  passed  laws  that 
further  limit  the  FDIC's  and/or  the  RTC's  ability  to  collect  from 
the  officers  and  directors  responsible  for  federally-insured 
financial  institution  losses.  These  states  are  Texas,  Louisiana, 
Nebraska,  Oklahoma,  South  Dakota,  Utah  and  Kansas.  Through 
legislation,  each  of  these  states  has  increased  the  threshold  of 
proof  for  professional  liability  claims  against  officers  and 
directors  of  state-chartered  depository  institutions  by  raising  the 
standards  for  gross  negligence. 

Please  provide  an  overview  of  state  laws  that  attempt  to  limit 
the  FDIC's  ability  to  hold  those  officers  and  directors  responsible 
for  the  losses  of  failed  thrifts  and  banks.  In  addition,  please 
address  the  following: 

1.  By  state,  what  is  the  total  number  of  federally-insured, 
state-chartered  thrift  and  bank  failures  and  the  associated 
costs  to  the  Federal  deposit  insurance  funds? 

2.  Of  the  remaining  state-charted  thrifts  and  banks  to  be 
resolved  by  your  agency,  how  many  are  located  in  each  of  the 
above  seven  states  and  what  is  the  estimated  cost  to  the 
deposit  insurance  funds  of  such  failures? 

3.  Describe  how  state  efforts  to  raise  the  threshold  of  officer 
and  director  liability  by  redefining  gross  negligence  will 
affect  your  agency's  ability  to  bring  claims  against,  and 
collect  from,  malfeasant  officers  and  directors  of  failed 
banks  and  thrifts. 

4.  Has  your  agency  been  successful  in  fighting  the  new  state  laws 
in  the  courts? 

5.  What  is  the  current  number  of  state-chartered  banks  and 
thrifts  in  the  above  seven  states.  Please  include  the 
aggregate  assets  for  each  of  the  institutions. 

Bankers  Blanket  Bonds 

To  the  extent  regulatory  exclusions  appear  in  financial 
institution  bonds  (sometimes  referred  to  as  banker's  blanket 
bonds) ,  please  summarize  the  issues  surrounding  the  existence  of 
the  DiO  insurance  and  discovery  exceptions,  and  the  affect  those 
provisions  have  on  your  agency's  efforts  to  collect  from  insurance 
companies.  Please  include  any  recommendations  that  would  eliminate 
your  agency's  problems  with  regulatory  exclusions  contained  in 
bankers  blanket  bonds. 

Please  feel  free  to  make  additional  comments  on  these  topics. 
You  will  be  given  10  minutes  to  summarize  your  written  remarks. 
Banking  Committee  rules  require  that  200  copies  of  your  written 
testimony  be  delivered  to  Room  2129,  Rayburn  House  Office  Building, 
no  later  than  the  close  of  business  November  15,  1993. 
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Thank  you  for  your  cooperation.   The  Committee  looks  forward 
to  your  testimony.   With  best  wishes. 


/ 


feincerely , 


/MAy 


Henry   B.    Gonzalez 
Chairman 


HBG:dk 
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The  Honorable  Roger  Altman 
Interim  CEO  and  President 
Resolution  Trust  Corporation  (RTC) 
15th  and  Pennsylvania  Ave.,  N.W. 
Washington,  D.C.   20220 

Dear  Mr.  Altman: 

On  November  17,  1993  at  10:00  a.m.,  the  Committee  on  Banking, 
Finance  and  Urban  Affairs  will  hold  a  hearing  to  examine  the 
insurance  industry's  use  of  regulatory  exclusions  contained  in 
directors'  and  officers'  (D&O)  liability  insurance  policies.  You 
or  your  designee  are  respectfully  invited  to  testify  at  the 
hearing. 

So  that  the  Committee  may  better  understand  the  various  issues 
involving  insurance  company  use  of  regulatory  exclusions,  please 
answer  the  following  questions  in  your  written  statement. 

Background 

1.  What  types  of  civil  and  criminal  claims  are  typically  brought 
against  officers  and  directors  of  failed  depository 
institutions?  What  percentage  of  depository  institution 
failures  result  in  director  or  officer  liability  claims? 

2.  Define  regulatory  exclusions  and  provide  a  brief  overview  of 
insurance  company  use  of  regulatory  exclusions  in  director  and 
officer  (DS.O)  and  banker's  blanket  bond  insurance  contracts. 

Aetna  Court  Interpretation 


Please  provide  an  overview  of  the  Aetna  case's  impact  on  your 
agency's  efforts  to  contest  regulatory  exclusions  in  the 
courts.  Please  provide  a  statistical  overview  of  your 
agency's  experience  in  recovering  under  D&O  policies  before 
and  after  the  Aetna  case. 

Since  the  Aetna  decision,  list  the  cases  in  which  the  courts 
decided  against  the  RTC's  regulatory  exclusion  arguments. 
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Estimate  of  Losses  to  the  Insurance  Fund 

1.  Of  the  failed  depository  institutions  under  your  control,  how 
many  have  D&O  policies  containing  regulatory  exclusions? 

2.  What  is  your  estimate  of  the  range  of  losses  to  the  insurance 
funds  caused  by  regulatory  exclusions. 

3.  In  the  absence  of  regulatory  exclusions,  how  much  would  the 
RTC  reasonably  expect  to  collect  under  prospective  D&O 
contracts  at  failed  thrifts? 

Willingness  to  Serve 

1.  To  what  extent  does  the  existence  or  absence  of  D&O  insurance 
effect  a  persons  willingness  to  serve  as  an  officer  or 
director  of  a  depository  institution  (i.e.  How  important  are 
D&O  policies  to  recruiting  officers  and  directors?)? 

2.  Do  D&O  insurance  policies  that  contain  regulatory  exclusions 
add  or  detract  incentive  for  officers  and  directors  to  serve? 
Would  a  prospective  director  or  officer  candidate  be  more  or 
less  likely  to  serve  with  a  D&O  policy  containing  a  regulatory 
exclusion? 

3.  How  important  are  D&O  policies  to  retaining  officers  and 
directors?  Would  a  current  director  or  officer  be  more  or 
less  likely  to  serve  with  a  D&O  policy  containing  a  regulatory 
exclusion? 

4.  Please  describe  the  current  availability  of  D&O  insurance  at 
depository  institutions.  Is  there  any  empirical  evidence  to 
show  that  a  lack  of  D&O  insurance  causes  healthy  or 
financially  troubled  depository  institutions  to  fail? 

5.  In  your  opinion,  to  what  extent  will  legislative  language  that 
invalidates  regulatory  exclusions  affect  the  availability  to 
D&O  insurance  for  depository  institutions? 

Should  Depository  Institutions  Pay  for  D&O  Policies  that  Contain 
Regulatory  Exclusions? 

1.  Does  a  typical  depository  institution  pay  for  D&O  insurance 
for  its  officers  and  directors? 

2.  Do  D&O  insurance  policies  that  contain  regulatory  exclusions 
actually  protect  officers  and  directors  from  lawsuits  brought 
by  the  government  in  the  event  of  failure? 

3.  Should  a  depository  institution  be  permitted  to  purchase  D&O 
insurance  policies  that  contain  regulatory  exclusions? 

Miscellaneous 

1.  Do  regulatory  exclusions  appear  in  any  lawyer  and  accountant 
malpractice  insurance  contracts? 

2.  Should  insurance  companies  that  underwrite  D&O  policies  be 
permitted  access  to  supervisory  agreements  and  examination 
reports  in  order  to  allow  them  to  make  more  informed  decisions 
about  offering  D&O  insurance? 
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Seven  States  Raise  Threshold  for  Officer  and  Director  Liability 

Over  the  past  two  years,  seven  states  have  passed  laws  that 
further  limit  the  FDIC's  and/or  the  RTC's  ability  to  collect  from 
those  officers  and  directors  responsible  for  federally-insured 
financial  institution  losses.  These  states  are  Texas,  Louisiana, 
Nebraska,  Oklahoma,  South  Dakota,  Utah  and  Kansas.  Through 
legislation,  each  of  these  states  has  increased  the  threshold  of 
proof  for  professional  liability  claims  against  officers  and 
directors  of  state-chartered  depository  institutions  by  raising  the 
standards  for  gross  negligence. 

Please  provide  an  overview  of  state  laws  that  attempt  to  limit 
the  RTC's  ability  to  hold  those  officers  and  directors  responsible 
for  the  losses  of  failed  thrifts.  In  addition,  please  address  the 
following: 

1.  By  state,  what  is  the  total  number  of  federally-insured, 
state-chartered  thrift  failures  and  the  associated  costs  to 
the  Federal  deposit  insurance  funds? 

2.  Of  the  remaining  state-charted  thrifts  to  be  resolved  by  your 
agency,  how  many  are  located  in  each  of  the  above  seven  states 
and  what  is  the  estimated  cost  to  the  deposit  insurance  funds 
of  such  failures? 

3.  Describe  how  state  efforts  to  raise  the  threshold  of  officer 
and  director  liability  by  redefining  gross  negligence  will 
affect  your  agency's  ability  to  bring  claims  against,  and 
collect  from,  malfeasant  officers  and  directors  of  failed 
thrifts. 

4.  Has  your  agency  been  successful  in  fighting  the  new  state  laws 
in  the  courts? 

5.  What  is  the  current  number  of  state-chartered  banks  thrifts  in 
the  above  seven  states.  Please  include  the  aggregate  assets 
of  each  institution. 

Bankers  Blanket  Bonds 

To  the  extent  regulatory  exclusions  appear  in  financial 
institution  bonds  (sometimes  referred  to  as  banker's  blanket 
bonds),  please  summarize  the  issues  surrounding  the  existence  of 
the  D&O  insurance  and  discovery  exceptions,  and  the  affect  those 
provisions  have  on  your  agency's  efforts  to  collect  from  insurance 
companies.  Please  include  any  recommendations  that  would  eliminate 
your  agency's  problems  with  regulatory  exclusions  contained  in 
bankers  blanket  bonds. 

Please  feel  free  to  make  additional  comments  on  these  topics. 
You  will  be  given  10  minutes  to  summarize  your  written  remarks. 
Banking  Committee  rules  require  that  200  copies  of  your  written 
testimony  be  delivered  to  Room  2129,  Rayburn  House  Office  Building, 
no  later  than  the  close  of  business  November  15,  1993. 
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Thank  you  for  your  cooperation, 
to  your  testimony.   With  best  wishes, 


The  Committee  looks  forward 


Chairman 
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Mr.  David  Baris 

Executive  Director 

Anerican  Association  of  Bank  Directors 

1225  19th  Street,  N.W. 

Suite  710 

Washington,  D.C.  20036 

Dear  Mr.  Baris: 

The  Committee  on  Banking,  Finance  and  Urban  Affairs  will  hold 
a  hearing  to  examine  the  insurance  industry's  use  of  regulatory 
exclusion  in  depository  institution  director  and  officer  insurance 
policies  on  November  17,  1993  at  10:00  a.m.,  in  Room  2128  Rayburn 
House  Office  Building.  I  respectfully  request  that  you  or  your 
designee  testify  at  the  hearing. 

So  that  the  Committee  may  better  understand  the  various  issues 
Involving  regulatory  exclusions,  please  answer  the  following 
questions  In  your  written  testimony: 

1.  Please  describe  the  current  availability  of  D60  insurance  at 
depository  institutions.  Does  a  typical  depository 
institution  pay  for  D&O  insurance  for  its  officers  and 
directors? 

2.  To  what  extent  does  the  existence  or  absence  of  DiO  insurance 
influence  a  person's  willingness  to  serve  as  an  officer  or 
director  of  a  depository  institution? 

3.  How  does  the  existence  of  regulatory  exclusions  in  D&O 
insurance  policies  influence  a  person's  willingness  to  serve 
as  an  officer  or  director?  Would  a  current  director  or 
officer  be  more  or  less  likely  to  serve  with  a  DiO  policy 
containing  a  regulatory  exclusion? 

4.  If  D40  insurance  policies  that  contain  regulatory  exclusions 
do  not  protect  officers  and  directors  from  lawsuits  brought  by 
the  government  in  the  event  of  failure,  why  do  officers  and 
directors  purchase  such  policies? 

5.  Should  a  depository  institution  be  permitted  to  purchase  D40 
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insurance  policies  that  contain  regulatory  exclusions? 

6.  Is  there  any  empirical  evidence  to  show  that  a  lack  of  D&O 
insurance  causes  healthy  or  financially  troubled  depository 
institutions  to  fail? 

7.  In  your  opinion,  to  what  extent  would  legislative  language 
that  invalidated  regulatory  exclusions  affect  the  availability 
to  DSrO  insurance  for  depository  institutions? 

8.  Should  insurance  companies  that  underwrite  D&O  policies  be 
permitted  access  to  supervisory  agreements  and  examination 
reports  in  order  to  allow  them  to  make  more  informed  decisions 
about  offering  DiO  insurance? 

Seven  States  Raise  Threshold  for  Officer  and  Director  Liability 

Over  the  past  two  years,  seven  states  have  passed  laws  that 
attempt  to  limit  the  FDIC's  and/or  the  RTC's  ability  to  collect 
from  those  officers  and  directors  responsible  for  losses  at 
federally-insured  financial  institutions.  These  states  are  Texas, 
Louisiana,  Nebraska,  Oklahoma,  South  Dakota,  Utah  and  Kansas. 

Each  of  these  states  has  increased  the  statutory  threshold  of 
bringing  professional  liability  claims  against  officers  and 
directors  of  state-chartered  depository  institutions  from  simple 
negligence  to  gross  negligence. 

1.  Does  your  organization  support  state  efforts  to  raise  the 
threshold  of  officer  and  director  liability  to  gross 
negligence?   Please  explain. 

Please  feel  free  to  make  additional  comments  on  these  topics. 
You  will  be  given  10  minutes  to  summarize  your  written  remarks. 
Banking  Committee  rules  require  that  200  copies  of  your  written 
testimony  be  delivered  to  Room  2129,  Rayburn  House  Office  Building, 
no  later  than  the  close  of  business  November  15,  1993. 

Thank  you  for  your  cooperation.  The  Committee  looks  forward 
to  your  testimony.   With  best  wishes. 

ncerely. 


Tenry   f.    Gonzal^ 
Chairman 
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Mr.  Richard  Merski 

Assistant  Vice  President  -  Government  Affairs 

American  International  Group 

Suite  900 

1455  Pennsylvania  Ave.,  N.W. 

Washington,  D.C  20004 

Dear  Mr.  Merski: 

The  Committee  on  Banking,  Finance  and  Urban  Affairs  will  hold 
a  hearing  to  examine  the  insurance  industry's  use  of  regulatory 
exclusion  in  depository  institution  director  and  officer  insurance 
policies  (D&O)  on  November  17,  1993  at  10:00  a.m.,  in  Room  2128 
Rayburn  House  Office  Building.  I  respectfully  request  that  you  or 
your  designee  testify  at  the  hearing. 

So  that  the  Committee  may  better  understand  the  various  issues 
involving  regulatory  exclusions,  please  answer  the  following 
questions  in  your  written  testimony: 

1.  Please  describe  regulatory  exclusions  and  the  reasons  why  they 
are  contained  in  D&O  insurance  policies? 

2.  Please  describe  the  current  availability  of  DSO  insurance  at 
depository  institutions.  Does  a  typical  depository 
institution  pay  for  DiO  insurance  for  its  officers  and 
directors? 

3.  How  does  the  existence  of  regulatory  exclusions  in  DiO 
insurance  policies  affect  a  person's  willingness  to  serve  as 
an  officer  or  director?  Would  a  current  director  or  officer 
be  more  or  less  likely  to  serve  with  a  D&O  policy  containing 
a  regulatory  exclusion? 

4.  Is  there  any  empirical  evidence  to  show  that  a  lack  of  D&O 
insurance  causes  healthy  or  financially  troubled  depository 
institutions  to  fail? 

5.  Should  insurance  companies  that  underwrite  D&O  policies  be 
given  access  to  bank  supervisory  agreements  and  examination 
reports  in  order  to  allow  them  to  make  more  informed  decisions 
regarding  D&O  insurance? 
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insurance  policies  that  contain  regulatory  exclusions? 

6.  Is  there  any  empirical  evidence  to  show  that  a  lack  of  D&O 
insurance  causes  healthy  or  financially  troubled  depository 
institutions  to  fail? 

7.  In  your  opinion,  to  what  extent  would  legislative  language 
that  invalidated  regulatory  exclusions  affect  the  availability 
to  D&O  insurance  for  depository  institutions? 

8.  Should  insurance  companies  that  underwrite  D&O  policies  be 
permitted  access  to  supervisory  agreements  and  examination 
reports  in  order  to  allow  them  to  make  more  informed  decisions 
about  offering  D&O  insurance? 

Seven  States  Raise  Threshold  for  Officer  and  Director  Liability 

Over  the  past  two  years,  seven  states  have  passed  laws  that 
attempt  to  limit  the  FDIC's  and/or  the  RTC's  ability  to  collect 
from  those  officers  and  directors  responsible  for  losses  at 
federally-insured  financial  institutions.  These  states  are  Texas, 
Louisiana,  Nebraska,  Oklahoma,  South  Dakota,  Utah  and  Kansas. 

Each  of  these  states  has  increased  the  statutory  threshold  of 
bringing  professional  liability  claims  against  officers  and 
directors  of  state-chartered  depository  institutions  from  simple 
negligence  to  gross  negligence. 

1.  Does  your  organization  support  state  efforts  to  raise  the 
threshold  of  officer  and  director  liability  to  gross 
negligence?   Please  explain. 

Please  feel  free  to  make  additional  comments  on  these  topics. 
You  will  be  given  10  minutes  to  summarize  your  written  remarks. 
Banking  Committee  rules  require  that  200  copies  of  your  written 
testimony  be  delivered  to  Room  2129,  Rayburn  House  Office  Building, 
no  later  than  the  close  of  business  November  15,  1993. 

Thank  you  for  your  cooperation.  The  Committee  looks  forward 
to  your  testimony.   With  best  wishes. 


Chairman 
HBGrdk 
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Ms.  Susanah  Goodman 

Legislative  Advocate 

Public  Citizens  Congress  Watch 

215  Penn  SE 

Washington  20003 

Dear  Ms.  Goodman: 

The  Committee  on  Banking,  Finance  and  Urban  Affairs  will  hold 
a  hearing  to  examine  the  insurance  industry's  use  of  regulatory 
exclusions  in  depository  institution  director  and  officer  insurance 
policies  (D&O)  on  November  17,  1993  at  10:00  a.m.,  in  Room  2128 
Rayburn  House  Office  Building.  I  respectfully  request  that  you 
testify  at  the  hearing. 

So  that  the  Committee  may  better  understand  the  various  issues 
involving  regulatory  exclusions,  please  provide  an  overview  of  the 
public  policy  issues  surrounding  insurance  industry  use  of 
regulatory  exclusions  in  D&O  policies  and  how  taxpayers  are 
effected  by  these  polices. 

In  addition,  please  feel  free  to  comment  on  state  efforts  to 
limit  the  RTC's  and  FDIC's  ability  to  bring  liability  claims 
against  officers  and  directors  of  state-chartered  depository 
institutions  by  raising  the  threshold  required  for  substantiating 
claims. 


You  will  be  given  10  minutes  to  summarize  your  written 
remarks.  Banking  Committee  rules  require  that  200  copies  of  your 
written  testimony  be  delivered  to  Room  2129,  Rayburn  Hoilse  Office 
Building,  no  later  than  the  close  of  business  November  15,  1993. 

Thank  you  for  your  cooperation.  The  Committee  looks  forward 
to  your  testimony.   With  best  wishes. 


lenry  B^G 
Chairman 
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HEARING  NOTICE 


To:  Members  of  the  Committee  on  Banking,  Finance  and  Urban 
Affairs 

From:     Henry  B.  Gonzalez,  Chairman 

Re:  Hearing  on  Regulatory  Exclusions  pertaining  to  Financial 
Institution  Directors'  and  Officers'  (D&O)  Professional 
Liability  Insurance  Policies 

On  Wedaasday,  Mov«ib«r  17,  1993  at  10:00  a.a.  in  2128  Raybura 
Bouaa  Offica  Building,  the  Committee  on  Banking,  Finance  and  Urban 
Affairs  will  hold  a  hearing  on  how  the  existence  of  regulatory 
exclusions  affect  the  ability  of  Federal  agencies  to  recover  losses 
from  negligent  directors  and  officers  of  failed  financial 
institutions.   The  following  is  a  tentative  witness  list: 

Panel  I 

FDIC  Representative 

RTC  Representative 

Pflngl  II 

Mr.  David  Baris,  Executive  Director,  American  Association  of  Bank 

Directors 
Mr.  Richard  Merski,  Assistant  Vice  President  of  Government  Affairs, 

American  International  Group  (AIG) 
Ms.  Susannah  Goodman,  Legislative  Advocate,  Public  Citizen's 

Congress  Hatch 

If  you  have  any  (juestions  on  the  matter,  please  contact  the 
Comnittee  staff  at  extension  5-4247  during  business  hours. 
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To:  Members  of  the  Committee  on  Banking,  Finance  and  Urban 
Affairs 

From:     Henry  B.  Gonzalez,  Chairman 

Re:  Hearing  on  Regulatory  Exclusions  pertaining  to  Financial 
Institution  Directors'  and  Officers'  (DiO)  Professional 
Liability  Insurance  Policies 

On  Tuesday,  November  16,  1993  at  3:00  p.m.  in  2128  Rayburn 
House  Office  Building,  the  Committee  on  Banking,  Finance  and  Urban 
Affairs  will  hold  a  briefing  on  how  the  existence  of  regulatory 
exclusions  affect  the  ability  of  Federal  agencies  to  recover  losses 
from  negligent  directors  and  officers  of  failed  financial 
institutions.  Representatives  from  both  the  FDIC  and  RTC  will  be 
present  to  relate  the  perspective  of  the  Federal  agencies.  The 
following  is  a  tentative  witness  list: 

Panel  I 

Mr.  John  Thomas,  Associate  General  Counsel,  Legal  Division  - 

Professional  Liability  Section,  FDIC 
Mr.  Thomas  Hindes,  Assistant  General  Counsel,  Professional 

Liability  Section,  RTC 

Panel  II 

Mr.  David  Bar is.  Executive  Director,  American  Association  of  Bank 

Directors 
Ms.  Lena  Mkhitarian,  Senior  Vice  President,  National  Union  Fire 

Insurance  Co.  of  Pittsburgh,  PA  -  subsidiary  of  American 

International  Group  (AIG) 
Ms.  Susannah  Goodman,  Legislative  Advocate,  Public  Citizen's 

Congress  Watch 


If  you  have  any  questions  on  the  matter,  please  contact  the 
Committee  staff  at  extension  5-4247  during  business  hours. 
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Federal  Oepotll  Inturanca  Coiporatlon 

Washington.  DC.  20429  CXtlce  ol  Leflislollvc  Adair-; 


February  22,  1994 


Honorable  Henry  B.  Gonzalez 

Chairman 

Committee  on  Banking, 

Finance  and  Urban  Affairs 
House  of  Representatives 
Washington,  D.C.   20515 

Dear  Mr.  Chairman: 

In  response  to  two  questions  that  you  and  Congressman 
Kennedy  posed  at  the  November  17,  1993  hearing  on 
director  and  officer  liability,  we  are  pleased  to 
enclose  answers  by  our  Legal  Division. 

If  you  or  your  staff  have  any  further  questions,  the 
Office  of  Legislative  Affairs  can  be  reached  at  898- 
8730. 


Sincerely, 


■^d^^ 


Alice  C.  Goodman 

Director 

Office  of  Legislative  Affairs 


Enclosure 
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Response  to  a  Question  Posed  by  Congressman  Kennedy 

Q.  Mr.  Chairman,  I  wonder  if  it  might  be  possible  to  ask  the 
gentlemen  to  submit  for  the  record  a  brief  description  of 
those  cases  [involving  the  regulatory  exclusion] .   I  would 
like  to  gain  a  better  \indersteuiding  of  exactly  how  strong 
these  edduses  really  are. 

A.  Since  FIRREA,  courts  largely  have  upheld  regulatory  agency 
exclusions  in  directors'  and  officers'  liability  insurance 
policies  --  wrongly  interpreting,  in  the  view  of  the  Federal 
Deposit  Insurance  Corporation,  the  exception  for  directors' 
and  officers'  liability  insurance  policies  found  at  12  U.S.C. 
§  1821(e) (12) (A)  as  a  statement  of  Congressional  support  for 
enforcement  of  the  regulatory  agency  exclusion.   In  1993, 
the  FDIC  won  only  one  such  case  and  lost  seven,  as  summarized 
below.   Indicated  in  parentheses  following  each  citation  are 
the  policy  limits  at  issue. 

Sximmary  of  1993  Regulatory  Agency  Exclusion  Decisions 

Adverse  Decisions:  The  following  decisions  rejected  the  FDIC's 
challenge  to  the  applicability  or  enforceability  of  the  regula- 
tory agency  exclusion. 

(1)  FDIC  V.  ACC.  995  F.2d  471  (4th  Cir.  1993)   ("Heidrick") 
($3MM) : 

The  court  held  that  the  plain  meaning  of  the  exclusion 
excludes  coverage.   It  rejected  the  "secondary  suits" 
ambiguity  argument  and  the  arcfument  that  the  exclusion 
reasonably  could  be  construed  to  preclude  coverage  only 
for  regulatory  enforcement  actions. 

The  court  held  that  the  exclusion  does  not  violate  federal 
law  or  public  policy,  citing  the  exception  for  D&O  policies 
in  12  U.S.C.  §  1821(e)  (12)  as  reflecting  a  Congressional 
determination  that  "no  well  established  or  dominant  public 
policy  is  at  stake." 

(2)  ACC  V.  FDIC  as  receiver  for  First  State  Bank.  White  Cloud. 
File  No.  l:91-CV-692  (W.D.  Mich.  Jan.  8,  1993)  ($1MM) : 

The  court  held  that  the  plain  language  of  the  exclusion 
"encompasses  any  type  of  legal  action  which  a  regulatory 
agency,  such  as  the  FDIC,  in  whatever  capacity  had  the 
legal  right  to  bring. ..." 

The  court  held  that  the  exclusion  therefore  barred  coverage 
for  a  derivative  action  filed  by  a  shareholder  after  the 
bank  was  placed  in  receivership.   Because  the  complaint 
characterized  the  "action  as  a  stockholder's  derivative 
suit  brought  'on  behalf  of  the  First  State  Bank,  White 
Cloud  and  its  receiver,  the  Federal  Deposit  Insurance 
Corporation,  against  the  officers  and  directors'  of  the 
Bank, "  the  action  was  excluded  as  being  brought  "on  behalf 
of"  the  FDIC.  (Emphasis  in  original.) 
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The  court  also  held  that  the  plain  language  of  the  exclu- 
sion barred  coverage  for  an  action  brought  against  the 
former  directors  and  officers  directly  by  the  FDIC. 

Finally,  the  court  rejected  the  FDIC's  public  policy 
challenge  to  enforcement  of  the  exclusion,  relying  on  three 
recent  decisions  by  the  Courts  of  Appeals  for  the  5th,  8th 
and  10th  Circuits.   Each  of  these  appellate  decisions 
expressly  relied  on  the  exception  in  Section  1821(e)  (12)  (A) 
for  directors'  and  officers'  liability  insurance  policies 
in  rejecting  the  FDIC's  challenge  to  enforcement  of  the 
regulatory  exclusion. 

(3)  ACC  V.  FDIC.  No.  CIV  9101258-PHX-SMM  (D.  Ariz.  Feb.  16, 
1993)  ("Universal  S&L")   ($1MM) : 

The  court  held  that  "in  clear  language  [the  regulatory 
exclusion]  precludes  coverage  for  any  loss  [in]  connection 
with  a  claim  based  upon  an  action  brought  by  the  FDIC." 

The  court  held  further  that  the  regulatory  exclusion  does 
not  violate  FIRREA  or  federal  public  policy. 

(4)  St.  Paul  Fire  &  Casualty  v.  FDIC  as  receiver  for  Southern 
Federal  Sav.  Bank.  Civil  Action  No.  91-64-THOM  (M.D.  Ga . 

Mar.  31,  1993)  ($1MM) : 

The  court  held  that  the  insured-versus-insured  and  regula- 
tory endorsements  "are  not  ambiguous  and  the  Court  deter- 
mines as  a  matter  of  law  that  they  exclude  coverage  for  the 
FDIC  claims. " 

(5)  ACC  V.  FDIC.  Civil  Action  No.  890-0496  (S.D.  Miss.  Apr.  7, 
1993)  ("First  Southern  Savings")  ($1MM) : 

The  court  held  that  the  policy  "unqualifiedly  states  that 
no  coverage  will  be  afforded  under  the  policy  for  any  suit 
brought  by  the  FDIC.   The  Court  determines,  therefore,  that 
enforcing  the  regulatory  endorsement  was  not  only  expected 
but  something  for  which  the  parties  bargained."   The  court 
rejected  the  ambiguity  argument. 

The  court  also  relied  on  a  recent  '5th  Circuit  case  and 
rejected  the  public  policy  argument  that  the  FDIC's  rights 
as  subrogee  of  the  bank's  shareholders  and  depositors  were 
violated,  holding  that  "in  order  to  marshal  and  collect  an 
asset,  the  failed  bank  must  have  it  as  an  asset." 

Finally,  the  court  rejected  the  public  policy  argument  that 
Congressional  policy  as  reflected  in  FIRREA  had  been  vio- 
lated, holding  that  the  FDIC  cannot  rely  on  FIRREA  for  its 
public  policy  argument  because  12  U.S.C.  §  1821(e)  (12)  (A) 
demonstrates  that  Congress  intended  to  remain  neutral 
regarding  the  enforceability  of  the  regulatory  exclusion. 
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(6)  FDIC  V.  ACC,  Civil  Action  No.  92-0282  (W.D.  La.  Apr.  15, 
1993)  ("Louisiana  Bank  &  Trust")  ($5MM) : 

The  court  simply  cited  Fidelity  &  Deposit  Co.  of  Md.  v. 
Conner,  973  F.2d  1236  (5th  Cir.  1992)  as  the  basis  for 
enforcing  the  exclusion.   Again,  that  appellate  decision, 
which  rejected  the  FDIC's  challenge  to  enforcement  of  the 
exclusion,  expressly  relied  upon  the  exception  in  Section 
1821(e) (12) (A)  for  directors'  and  officers'  liability 
insurance  policies. 

(7)  FDIC  V.  ACC.  998  F.2d  404  (7th  Cir.  1993)   ("State  Bank  of 
Cuba"/"Zaborac")  ($1MM) : 

The  court  held  that  the  "regulatory  agency  provision  unam- 
biguously excludes  coverage  for  the  FDIC's  judgment," 
rejecting  as  "overly  technical  and  unreasonable"  the  FDIC's 
argument  that  the  "brought  by  or  on  behalf"  of  language  of 
the  exclusion  did  not  exclude  derivative  actions  initiated 
by  a  shareholder  and  later  maintained  by  the  FDIC. 

The  court  also  rejected  the  public  policy  challenge  and 
relied  on  12  U.S.C.  §  1821(e)  (12)  as  evidence  that  Congress 
intended  to  remain  neutral  on  the  issue  of  the  enforceabil- 
ity of  the  regulatory  exclusion. 

Favorable  Decision:   In  the  following  case,  the  court  refused 
to  enforce  the  regulatory  agency  exclusion  against  the  FDIC. 

ACC  V.  Froael.  Case  No.  91-0786-CIV-HOEVELER  (S.D.  Fla. 
Sept.  30,  1993)   ($3MM) : 

The  court  accepted  the  FDIC's  argument  that  a  derivative 
action  initiated  by  a  shareholder  prior  to  the  failure  of 
the  bank  was  not  an  action  "brought  by  or  on  behalf  of 
the  FDIC."   Therefore,  the  court  held  that  the  regulatory 
exclusion  was  not  applicable  even  though  the  FDIC  was  later 
substituted  as  a  party  plaintiff. 


#«# 
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Response  to  a  Question  Posed  by  Chairman  Gonzalez 


... [H] ow  do  State  efforts  to  lower  standards  of  conduct 
for  officers  and  directors  of  State-chartered  depositories 
affect  your  ability  to  collect  on  claims  against  those 
persons?  . . .  And  is  it  possible  to  provide  a  ballpark 
dollar  figure  on  how  the  decision  of  Texas  and  the  other 
States  has  affected  recoveries  from  officers'  and  direc- 
tors' claims  in  these  States?   And  if  you  wish,  you  can 
give  us  that  for  the  record,  unless  you  have  a  dollar 
figure. 


A.  Recently-enacted  State  legislation  to  change  the  standard 
of  care  for  FDIC  (and  RTC)  cases  against  the  directors  and 
officers  of  failed  financial  institutions  will,  if  enforced, 
have  a  significant  negative  impact  on  the  FDIC's  efforts  to 
recover  losses  and  to  hold  accountable  those  individuals  whose 
misconduct  caused  or  contributed  to  these  failures.   As  stated 
in  the  FDIC's  testimony,  Texas  retroactively  amended  its  law 
last  May  in  an  attempt  to  require  the  FDIC  and  the  RTC  to  prove 
gross  negligence  to  establish  liability,  while  still  permitting 
other  plaintiffs  to  prove  only  simple  negligence  to  establish 
liability  for  the  same  misconduct.   Although  it  is  clear  that, 
if  enforced,  the  legislation  would  increase  the  FDIC's  burden 
and  hamper  recoveries  in  Texas  D&O  cases,  it  is  not  possible 
to  put  a  dollar  amount  on  the  impact.   Many  of  the  FDIC's  Texas 
lawsuits  include  counts  alleging  simple  negligence  but  involve 
misconduct  amounting  to  gross  negligence.   Some  of  these  FDIC 
lawsuits  would  be  expected  to  survive,  even  though  the  FDIC 
would  have  a  much  higher  burden  to  carry. 

Nevertheless,  at  present,  FDIC  cases  involving  96  Texas  insti- 
tutions potentially  are  affected,  including  54  institutions 
with  open  D&O  investigations  and  42  with  pending  D&O  lawsuits. 
Among  the  lawsuits,  36  of  the  42  claim  specific  amounts  of 
damages  totaling  approximately  $3  95  million.   The  other  6 
lawsuits  do  not  seek  damages  in  a  specified  amount. 


#«# 
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Questions  of  Chairman  Henry  B.  Gonzalez 

Regulatory  Exclusion  Hearing 

November  17,  1993 

Mr.  Thomas  Hindes,  Resolution  Trust  Corporation  (RTC) 

1)  Please  provide  an  estimate  as  to  how  the  states'  interference 
with  a  more  stringent  definition  of  gross  negligence  has 
affected  the  eunount  of  recoveries  from  former  officers  and 
directors  of  thrifts. 

2)  Please  provide  an  estimate  as  to  the  amount  the  Resolution 
Trust  Corporation  (RTC)  has  spent  on  internal  operations  of 
litigating  regulatory  exclusions. 
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Question  of  the  Honorable  Joseph  P.  Kennedy,  II 

Regulatory  Exclusion  Hearing 

November  17,  1993 

Mr.  Thomas  Hindes,  Resolution  Trust  Corporation  (RTC) 

1)    Please  provide  a  brief  description  of  each  of  the  14  cases  the 
RTC  has  litigated  involving  regulatory  exclusions. 
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Mr. 

Adair 

Ms. 

Kulka 

Ms. 

Kauper 

Mr. 

Hindes 

Ms. 

Tibolla 

Ms. 

Morgan 

ReSOLUTION   TRUST  COR PODATION 

Resolving  The  Crisis 
Restoring  The  Confidence 

January  25,  1994 

Honorable  Henry  B.  Gonzalez 

Chairman 

Commictee  on  Banking,  Finance 

and  Urban  Affairs 
House  of  Representatives 
Washington,  D.C.   20515 

Dear  Mr.  Chairman: 

During  the  hearing  held  before  your  Committee  on  November  17, 
1993,  it  was  requested  that  the  RTC  provide  information 
concerning  "internal  costs"  for  the  RTC  Professional  Liability 
Section  ("PLS").   Pursuant  to  conversations  with  your  staff,  we 
are  providing  the  enclosed  chart  outlining  the  requested 
information  for  1993. 

During  the  hearing,  Representative  Kennedy  had  requested  that  the 
RTC  summarize  the  "Regulatory  Endorsement"  cases  which  were 
listed  as  an  exhibit  to  the  RTC's  testimony.   That  summary  is 
enclosed. 

In  addition,  you  asked  us  to  quantify  the  impact  of  new  law  which 
purports  to  limit  the  liability  of  directors  and  officers  of 
failed  financial  institutions.   To  respond,  we  researched  state- 
and  federally-chartered  institutions  separately. 

It  has  been  determined  that  138  RTC  institutions  were  chartered 
in  the  seven  states  (Kansas,  Louisiana,  Nebraska,  Oklahoma,  South 
Dakota,  Texas,  and  Utah)  which  have  enacted  legislation  intended 
to  limit  liability.   Of  these,  52  institutions  or  38  percent, 
have  a  director/officer  liability  investigation  or  lawsuit 
pending.   By  limiting  liability,  the  new  state  laws  will  have  an 
adverse  impact  on  the  RTC's  ability  to  recover  losses  caused  by 
director  and  officer  wrongdoing.   At  a  minimum,  these  laws  will 
prompt  motions  and  appeals  which  will  greatly  increase  the  RTC's 
costs  in  prosecuting  these  cases. 

It  has  also  been  determined  that  437  RTC  institutions  had  federal 
charters.   In  RTC  v.  Gallagher.  19^3  WL  457672,  (7th  Cir.  1993), 
the  Court  holds  that  12  U.S.C.  1821;,(k)  creates  a  federal  rule  of 
liability  based  on  gross  negligencj^i'  for  officers  and  directors  of 
federally-chartered  thrifts.   This  holding  is  attributable  to  the 
Seventh  Circuit's  interpretation  ot- Congressional  intent  when  it 
enacted  1821 (k) . 

SOI  I7fh  SIremt.  N.W.  WasTtngtexi.  DC  20434 
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Honorable  Henry  B.  Gonzalez 
Page  2 

There  are  presently  229  federally-chartered  RTC  institutions  m 
which  a  director/officer  liability  investigation  or  lawsuit  is 
pending.   Statistically,  these  institutions  constitute  52  percent 
of  RTC  federally-chartered  associations  and  31  percent  of  all  RTC 
associations.   If  the  Gallaaher  Court's  interpretation  of  I32l(k; 
gains  acceptance,  the  number  of  lawsuits  which  the  RTC  could 
realistically  pursue  based  on  director  and  officer  wrongdoing  and 
the  amount  of  recoveries  from  such  actions  would  be  diminished 
significantly. 

We  hope  this  information  is  of  assistance  to  you.   If  you  have 
any  questions,  please  let  me  know. 

Sincerely, 


r^HkS^  L.: 


Peter  E.  Knight 
Director 

Office  of  Governmental  Relations 
(202)  416-7314 
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RTC  Regulatory  Agancy  Bzclusion  Daclslons 

All  of  the  cases  listed  below  are  declaratory  judgement  actions.  In 
each  instance,  the  parties  asked  a  federal  district  court  to 
determine  rights  and  responsibilities  under  directors'  and 
officers'  ("D&O")  liability  insurance  policies.  In  each  instance, 
the  parties  became  interested  in  the  scope  of  insurance  coverage 
because  relevant  policies  presented  a  potential  means  of  satisfying 
RTC  claims  against  former  DiO's  for  negligence  and  breach  of 
fiduciary  duty.  We  have  summarized  the  courts'  holdings  which 
pertain  to  the  "Regulatory"  exclusion.  Other  issues  evaluated  in 
these  opinions  are  not  discussed. 

A.   Adverse  Rulings 

1.  American  Casualtv  Co.  of  Reading  Pa.  v.  Baker. 
758  F.Supp.  1340  (CD.  Cal.  1991) 

Holding:  Regulatory  exclusion  eliminates  coverage  for  claims 
made  against  former  D&O's  by  RTC,  even  though  the  RTC  was  not 
specifically  named  in  the  exclusion  and  does  not  regulate 
solvent  institutions.  Judge  Stotler's  conclusion  was  based,  in 
part,  on  the  Sixth  Circuit's  finding  in  FDIC  v.  Aetna  Casualtv 
and  Surety  Company.  903  F.2d  1073  (6th  Cir.  1990)  that  12 
U.S.C.  1821(e) (12)  did  not  provide  a  "dominant  public  policy" 
which  would  justify  voiding  the  exclusion.'  See  758  F.Supp. 
1346.  The  judge  also  rejected  RTC  arguments  that  its  function 
was  not  "regulatory"  because  she  found  the  federal  statutory 
framework  "inconclusive  because  inconsistent".  Id-  at  1348. 
Our  appeal  is  pending  before  the  Ninth  Circuit. 

2.  National  Union  Fire  Ins.  Co.  v.  RTC. 

Civil  Action  No.  H-92-1157  (S.D.  Tex.  Aug.  13,  1992) 

Holding:  Relies  on  Baker  (above)  to  conclude  that  exclusion 
applicable  to  "Bank  Regulatory  Agencies"  eliminates  coverage 
for  claims  made  against  former  D&O's  by  RTC,  even  though  the 
RTC  was  not  named  in  the  exclusion  and  does  not  regulate 
banks.  Among  other  things,  Judge  Black  held  that,  "A  savings 
and  loan  is  a  type  of  bank."  Slip  op.  at  page  4.  Our  appeal  is 
pending  before  the  Fifth  Circuit. 


'  In  its  testimony  before  .the  House  Banking  Committee,  the 
RTC  responded  to  a  series  of  questions  about  the  Aetna  case.  The 
RTC  also  proposed  amendments  to  1821(e) (12). 
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3.    American  Casualty  Co.  of  Reading  Pa.  v.  Firsi; 
Federal  Savings  and  Loan  Ass'n.  No.  91-1332 
(W.D.  Pa.  Mar.  30  1993) 

Holding:  Regulatory  exclusion  eliminates  coverage  for  claims 
made  against  former  D&O's  by  RTC.  The  RTC  argued  that  (i) 
identical  claims  asserted  by  the  association  or  asserted 
derivatively  by  its  depositors  would  receive  coverage;  and  (2) 
the  RTC  succeeded  to  the  rights  of  these  parties  under  12 
U.S.C.  1821(d) (2) (A) (i) ;  and  (3)  upholding  the  regulatory 
endorsement  would  deprive  the  RTC  of  its  right  to  recover  from 
relevant  insurance  as  successor  to  .these  parties. 

Judge  Benson  rejected  these  arguments  by  holding  that  the  RTC 
could  only  marshall  and  collect  assets  which  the  institution 
possessed.  He  reasoned  that  this  institution  did  not  possess 
an  insurance  asset  which  lacked  a  regulatory  endorsement.  He 
therefore  concluded  that  eliminating  the  endorsement  would 
inappropriately  improve  the  RTC's  position  -  particularly 
since  12  U.S.C.  1821(e) (12)  does  not,  in  his  view,  provide  a 
"dominant  public  policy"  which  would  justify  voiding  the 
exclusion. 


4.  RTC  V.  Wallce.  No.  92-1430  (W.D.  La.  Apr.  15  1993) 

Holding:  Regulatory  exclusion  eliminates  coverage  for  claims 
made  against  former  D&O's  by  RTC.  Judge  Stagg  relied  on 
Fidelitv  and  Deposit  Co.  of  Maryland  v.  Conner.  973  F.2d  1236 
(Sth  Cir.  1992) ,  (summarized  in  FDIC  response)  and  National 
Union  (suaaarized  in  item  2.  above)  to  reach  his  conclusion. 

5.  Chandler  v.  Anarican  Casualty  Co.  of  Reading  Pa.. 
No.  H-C-92-100  (E.D.  Ark.  Apr.  29,  1993) 

Holding:  Regulatory  exclusion  eliBinates  coverage  for  claims 
made  against  foraar  D&O's  by  RTC.  Judge  Woods  relied  on  Baker 
(suBsarlzad  in  itea  1.  above)  and  American  Casualty  Co.  of 
Reading.  Pa.  v.  FDIC.  944  F.2d  455  (Sth  Cir.  1991)  (suaaarized 
in  FDIC  response)  to  reach  his  conclusion. 


6.   ftdaii  Yi  ^*TC  Hos.  crv  4-89-330,  4-90-CV-345, 

4-90-CV-930,  1993  WL  181303  (D.Minn. 
May  19,  1993) 

Holding:  Regulatory  exclusion  eliainates  coverage  for  claims 
aade  against  foraer  D&O's  bvi'RTC.  Judge  Rosenbaua  relied  on 
Baker  (suaaarized  in  ite^^  1.  above),  National  Union 
(suaaarized  in  itea  2.  above),  St.  Paul  Fire  and  Marine  v. 
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FDIC.   968  F.2d  695   (8th  Cir.   1992)   (summarized  in  FDIC 
response) ,  and  American  Casualty  Co.  of  Reading.  Pa.  v.  fnjr 
944  F.2d  455  (8th  Cir.  1991)  (summarized  in  FDIC  response)  to 
reach  his  conclusion. 


7.    American  Casualty  Co.  of  Reading  Pa.  v.  RTC. 

Recejyer  for  First  Atlantic  Sayings  and  Loan  Ass'q. 
No.  91-3912  (JCL)  (D.N.J.  June  28,  1993) 

Holding:  Regulatory  exclusion  eliminates  coyerage  for  claims 
made  against  former  D&O's  by  RTC.  The  RTC  argued  that  (1) 
identical  claims  asserted  by  the  association  or  asserted 
derivatively  by  its  depositors  would  receive  coverage;  (2)  the 
RTC  succeeded  to  the  rights  of  these  parties  under  12  U.S.C. 
1821(d)  (2)  (A)  (i)  ;  and  (3)  upholding  the  regulatory  endorsement 
would  deprive  the  RTC  of  its  right  to  recover  from  relevant 
insurance  as  successor  to  these  parties. 

In  reliance  on  FDIC  v.  American  Casualty  Co.  of  Reading.  Pa.. 
975  F.2d  677  (10th  Cir.  1992)  (known  as  "Gary" .  summarized  in 
FDIC  response) ,  and  Fidelity  and  Deposit  Co.  of  Maryland  v. 
Conner.  973  F.2d  1236  (5th  Cir.  1992),  (summarized  in  FDIC 
response) ,  Judge  Lifland  rejected  these  arguments.  He  found 
that  there  was  no  "dominant  public  policy"  which  would  justify 
voiding  the  exclusion,  and  that  upholding  the  exclusion  did 
not  interfere  with  the  RTC's  right  to  pursue  claims  against 
former  D&O's  -  "However,  RTC  simply  cannot  seek  recovery  under 
the  Policy."  Slip  op.  at  page  12. 

Judge  Lifland  also  rejected  the  RTC  argument  that  the 
regulatory  endorsement  conflicts  with  the  RTC's  power  under 
New  Jersey  law  to  assert  the  derivative  rights  of  the 
association's  depositors  to  bring  an  action  against  former 
D&O's.  In  a  conclusion  similar  to  the  one  reached  in  response 
to  the  federal  arguments  discussed  above.  Judge  Lifland 
concluded  that  upholding  the  exclusion  did  not  interfere  with 
the  RTC's  state  lav  right  to  pursue  claims  against  former 
D&O's  -  "though  the  regulatory  exclusion  may  limit  the  source 
of  recovery  if  the  RTC  is  successful".  Id.  at  page  15. 
Moreover,  the  judge  concluded  that  since  D&O  liability 
coverage  is  not  required  by  statute,  "policies  which  limit 
coverage  such  as  the  instant  policy  are  not  contrary  to  public 
policy".  Id. 

Last,  Judge  Lifland  relied  on  fialS£c  (summarized  in  item  1. 
above)  to  conclude  that  the  RTC  is  a  "regulatory  agency" 
within  the  meaning  of  the  exclusion  contained  in  the  policy. 
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8.   American  Casualty  Co.  of  Reading  Pa.  v.  RTC. 
NO.  CIV-93-377-A  (W.D.  Okla.  Sept.  29,  1993) 

Holding:  Regulatory  exclusion  eliminates  coverage  for  claims 
made  against  former  DtO's  by  RTC.   Without  discussion,  Judge 
Alley  ruled  that  the  regulatory  endorsement  war    -•- 
applicable  to  the  RTC's  claims. 


»s  valid  and 


9.  American  Casualty  Co.  of  Reading  Pa.  v.  RTC. 
No.  92-10543-WF  (D.  Mass.  Oct.  19,  1993) 

Holding:  Regulatory  exclusion  eliminates  coverage  for  claims 
made  against  former  D&O's  by  RTC.  Judge  Karol  relied  on  the 
following  cases  summarized  in  the  FOIC  response:  FDIC  v. 
American  Casulaty  Co..  998  F.2d  404  (7th  Cir.  1993);  FDIC  v. 
American  Casulatv  Co.  995  F.2d  471  (4th  Cir.  1993);  Conner; 
Gary:  and  St.  Paul;  to  conclude  that,  "there  is  an  absence  of 
any  well-defined  public  policy  with  which  enforcement. .. [of 
the  regulatory  endorsement] .. .would  conflict".  Slip  op.  at 
page  23.  He  also  rejected  RTC  arguments  that  enforcement  of 
the  regulatory  endorsement  would  conflict  with  Massachusetts 
public  policy.  1^  at  page  22.  Finally,  he  relied  on  the  cases 
summarized  at  items  1,2,  4,  5,  6,  and  7  above  to  conclude 
that,  "the  RTC  is  a  regulatory  agency  for  purposes  of  both 
Policies",  Id.  at  page  29. 

10.  American  Casualty  Co.  of  Reading  Pa.  v.  RTC. 
No.  MJS-92-1138  (D.Md.  Nov.  1,  1993) 

Holding:  Regulatory  exclusion  eliminates  coverage  for  claims 
made  against  former  D&O's  by  RTC.  Judge  Garbis  relied  on  FDIC 
V.  American  Casulatv  Co.  995  F.2d  471  (4th  Cir.  1993) 
(sximmarized  in  FOIC  response)  to  conclude  that  the  regulatory 
endorsement  is  not  zunbiguous  and  fiA]u£  (summarized  at  item  1 
above)  to  conclude  that  the  endorsement  applies  to  the  RTC. 

B.    ravorabla  Ruliags 

1.   Slaughter  v.  American  Casualty  Co.  of  Reading  Pa.. 
No.  B-C-92-23  (E.D.  Ark.  Mar.  29,  1993) 

Holding:  Regulatory  endorsement,  added  to  policy  without 
a  decrease  in  premium  charged,  is  void  for  lack  of 
consideration  under  Arkansas  law. 

American  Casulaty  characterized  a  series  of  insurance 
policies  issued  to  the  relevant  association  as 
"renewals".  Judge  Howard!  ruled  that  a  "renewal"  policy 
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must  be  issued  on  the  same  terms  as  its  predecessor  or 
the  carrier  must  either  (1)  reduce  the  premium  charged; 
or  (2)  clearly  notify  the  insured  that  the  original 
policy  has  been  cancelled  and  a  new  one  issued.  In  this 
case,  the  premiums  paid  by  the  relevant  association 
increased  as  regulatory  endorsements  limiting  coverage 
were  added.  Under  these  circumstances,  Judge  Howard  held 
that  the  regulatory  endorsements  were  void  for  lack  of 
consideration. 


Benafield  v.  Continental  Casualty  Co..  No.  LR-C-92-389 
(E.D.  Ark.  Oct.  1,  1993) 

Holding:  Regulatory  endorsement,  added  to  policy  without 
a  decrease  in  premium  charged,  is  void  for  lack  of 
consideration  under  Arkansas  law. 

On  facts  similar  to  those  described  in  Slaughter  (above) , 
Judge  Reasoner  voided  regulatory  endorsement.  However,  he 
noted  in  dicta  that  (1)  he  found  the  endorsement 
unambiguous;  (2)  he  agreed  with  the  conclusion  reached  in 
Chandler  (summarized  in  item  5,  "Adverse  Decisions" 
above)  that  the  RTC  is  a  regulatory  agency  within  the 
meaning  of  the  exclusion;  (3)  the  doctrines  of  reasonable 
expectations  and  implied  warranty  of  fitness  do  not  apply 
to  this  situation;  and  (5)  the  exclusion  does  not  violate 
public  policy. 


Columbia  Casualtv  C.  v.  Bean.  No.  93-Z-251 
(D.Colo.  Oct.  12,  1993) 

and 
Reynolds  v-  rnlimhia  Casualtv  Co..  No.  93-Z-370 
(D.Colo.  Oct.  12,  1993) 

Holding:  Regulatory  endorsement  is  unenforceable  because 
it  violates  Colorado  public  policy. 

Judge  Abram  agreed  with  the  reasoning  in  FDIC  v.  American 
Casualty.  843  P. 2d  1285  (Colo.  1992)  (summarized  in  FDIC 
response)  which  lead  the  Colorado  Supreme  Court  to 
conclude  that  enforcing  the  regulatory  endorsement  would 
violate  Colorado  public  policy.  Essentially,  the 
Colorado  courts  have  accepted  the  argument  that  the 
government  cannot  accomplish  its  mandate  to  marshall  the 
assets  of  a  failed  institution  to  pay  creditors  if  the 
government  is  deprived  of  access  to  D60  insurance.  This 
is  the  same  argument  that  was  rejected  by  the  New  Jersey 
court  in  item  7  of  the  ^Adverse  Rulings"  above. 
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atlcfo^j  cJi«Ar/)fi'A£^   Nor  to  be 
dupiic-rtei  ordiyifcsedviMtiout  liie  consent- 
of  the  FOIC  legal  Division. 


FACT  SHEET 
TAJCPAYER  BAVIMG8  AMENDMENT  TO  HR  6;  Dtp  INSPRANCB  AND  BONDS 


*  The  FDIC  has  expended  billions  of  dollars  from  a  depleted 
federal  deposit  insurance  fund  to  protect  depositors'  accounts  in 
failed  financial  institutions.   Many  more  billions  of  taxpayer 
dollars  have  been  and  will  continue  to  be  expended  by  the  RTC  to 
clean  up  the  savings  and  loan  debacle. 

*  The  FDIC  and  RTC  are  required  by  law  to  liquidate  billions 
of  dollars  in  failed  financial  institution  assets  to  help  recover 
part  of  this  enormous  loss. 

*  The  public  has  also  demanded  and  the  law  requires  the  FDIC, 
RTC  and  other  banking  or  law  enforcement  agencies  to  pursue 
claims  against  those  individual  bank  and  savings  and  loan 
directors,  officers  and  employees  whose  mismanagement  or  fraud 
resulted  in  these  heavy  losses. 

*  In  1991,  the  FDIC  and  RTC  recovered  over  $350  nillion  from 
those  directors,  officers,  employees  and  others  responsible  for 
the  losses  resulting  in  these  bank  and  thrift  failures.   The  bulk 
of  this  money  came  from  the  large  insurance  companies  who 
typically  issue  DiO  policies  and  fidelity  bonds. 

*  During  the  first  half  of  1991,  recoveries  exceed  $200 
million. 

*  In  the  last  six  years,  recoveries  from  D&O  and  bond  claims 
exceed  $800  nillion. 

*  The  Insurance  Companies  have  been  very  effective  in  lobbying 
Congress  to  allow  them  to  make  it  more  difficult  for  the  FDIC  and 
RTC  to  recover  on  their  policies.   They  argue  that  they  will  no 
longer  issue  policies  to  banks  and  thrifts  unless  the  FDIC  and 
RTC  are  prevented  from  bringing  these  claims.   They  argue  that 
DiO  policies  are  necessary  "incentives"  for  good  directors  to 
serve  on  the  boards  of  the  Nation's  banks  and  thrifts,  that  the 
risk  of  loss  posed  by  FDIC  and  RTC  actions  is  too  great  for 
insurance  companies  to  bear  without;  excluding  FDIC  and  RTC  bond 
and  D&O  claims  from  their  policies. 

*  The  odd  thing  about  the  Insurance  Companies'  arguments  is 
that  it  assumes  "good  directors"  should  bear  the  risk  of  FDIC  and 
RTC  lawsuits  themselves — can  policies  that  exclude  FDIC/RTC 
claims  be  an  incentive  to  serve  on  financial  institution  boards? 
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The  riRREA  provides  that  th«  FDIC,  »s  conservator  or  receiver  for 
an  institution,  may  continue  to  enforce  any  contract  that  the 
institution  has  entered  into,  even  if  the  contract  specifies  that 
it  will  terminate  upon  the  institution's  insolvency  or 
appointment  of  a  conservator  or  receiver. 

This  provision  contains  an  exception,  however,  for  directors'  or 
officers'  liability  insurance  contracts  and  for  depository 
institution  bonds.   The  exception  vitiates  the  efficacy  of  these 
contracts:   the  protection  that  the  contracts  provide  is  most 
needed  precisely  when  institutions  have  suffered  injury  from  the 
actions  of  their  senior  officials. 

Proposal 

The  exemption  for  directors'  or  officers'  liability  insurance 
contracts  and  for  depository  institution  bonds  should  be 
eliminated. 

Language 

Strike  "other  than  a  director's  or  officer's  liability  insura.-ce 

contract  or  a  depository  institution  bond"  from  FDI  Act 

S  11(e)  (12)  (A).   Also  strike  section  H(e)(12)(B)  of  the  FDI  Act. 

[Please  see  the  attached  draft  legislative  history  on  this 
issue. ] 

Attachment 
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tftt.--  C*  .  ....  w«    .^    k/C 

duplicitra  0!  it.Cic.M  vilhoiil  the  consent- 
of  the  FUlC  legal  Division. 

*  The  insurance  lobby  was  so  effective  nonetheless  that  it 
created  a  new  and  special  protection  for  large  insurance 
companies  not  found  in  any  other  commercial  context — not  even  in 
the  Bankruptcy  Courts. 

*  This  new  protection,  while  allowing  anyone  else  to  bring 
claims  under  DtO  policies  and  bonds  after  a  bank  or  thrift 
failure  is  read  by  the  insurance  companies — and  now  by  most 
federal  courts — as  precluding  recovery  on  claims  by  the  FDIC  and 
RTC. 

*  So  the  taxpayer  loses  instead.   The  less  the  FDIC  and  RTC 
recover  from  DiO  and  Bond  policies,  the  more  the  taxpayer  must 
bear  the  losses  caused  by  individual  directors  and  officers.   And 
total  recoveries  lost  because  of  the  protection  Congress  has 
granted  the  insurance  companies  could  total  almost  $1  billion 
dollars  over  the  next  several  years. 

*  Why  is  that?   Because  the  FDIC  and  RTC  combined,  and  not 
taking  into  account  future  failed  bank  and  thrift  D40  policies 
and  bonds,   have  claims  or  potential  claims  against  individual 
directors  and  officers  involving  almost  $700  million  in  DiO 
policies  andlJOTTdte  that  purport  to  exclude  FDIC  and  RTC  claims. 
And  because  the  federal  courts  have  generally  enforced  these 
exclusions  against  FDIC  and  RTC  since  Congress  created  a  special 
exemption  for  insurance  companies  that  is  given  to  no  other 
commercial  sector--the  exemption  found  in  12  USC  1821(e) (12) (A) . 

*  The  Taxpayer  Savings  Amendment:  DtO  Insurance  and  Bonds 
repeals  this  special  treatment  for  insurance  companies  and  allows 
the  FDIC  and  RTC  to  pursue  those  responsible  for  bank  and  thrift 
failures  and  the  insurance  policies  they  bought  with  bank  and 
thrift  money. 


,5tr^--c-<-<j2.  :   /^e^^Ot^— <^  c/^iy^u^'xr^ZK,   ^^^Vx»-<>CA^— ^-^  Cs'^t*-*^^^,.^ 
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DRAFT  LEOISUTIVE  HISTORY 

A£  rtC6lv«r  cf  concerveto-  of  falJod  or  ir\«olvont  depository 
lr)»tltutlcnfl,   Concnr«i6  h&i  charged  the  FDIC  vlth  th«  duty  to 
jrealltt  fcoxicun  value  frore  *U  titeti  Includ/n?  »ccu«l  or 
f>ot«nti»l  clalc»'a9«lnKt  forxer  dlr^ctort   and  cffic«ri  of  jucb 
institutions  fc>r  lote^t  tftsultlng  frow  tbe.'.r  negllgcnct, 
»:Isr.6hag«s«nt  or  vorift  coniucti  ^e  ?Dlc  fr*civ)»ntly  looki  to 
director's  and  cfficer'i  llnbilUy  (DIO)    in§\xrihC9.  tj\i  flnanclil 
Ihstitotlon  jfldiHty)   btndi  a»  prji:ftry  r»coYery  sources  vhtz% 
«uch  Ktrltorloup  cUltst  «xl»t« 

Sine*  the  nld-«lghll««  lJO»t  underVTlttrs  of  DiO  tniuri/^M 
pollclt«  «Jid  fidelity  bonds  have  Ihcluded  cUusei  or  •J^dor«eiie,'^ti 
t>uxpcrtlng  to  tercJnatt  th«  policy  or  bondlna  period  upon  the 
♦ppolntreht  of  ft  r«cftiver  or  coneervator  or  to  exclude  outright 
any  cULoe  brou9ht  by  the  FDIC  or  other  regulatory  ftgenclei. 
Mthojgh  the  FDIC  Initially  had  feucceea,   frecjuently  en  public 
policy  grounds,   in  argjlng  cgajnet  the  Application  of 
6ndoreep.cntB  excluding  or  purporting  to  exclude  coverage  for  PDic 
dales,    a  recent  string  of  adverpe  decleions  has  teveried  thli 
fevorable  tr<ndi 


In  r?iicv.._^e^^»  Casualty  t  Surety.  »03  X.2d  1073    (&th  Cir. 
199Q),   the  Sixth  Circuit  Court  of  Appeal*  revereed  a  lover 
ccuxt'e  ruling  that  tvo  provlslonc  In  a  fidelity  bond  —  one 
vMch  pvrpM-ted  to  terftinate  coverage  of  •  financial  tnatitutlo 
upon  the  "taJ^lng  over"  of  th6  Inttltution  by  a  receiver  or 
liquidator  and  the  other  vhlch  ellDved  e^  ejrtra  "dUcovery" 
period  after  tar^.lnatlon  jinJJLSJE  thtre  vae  a  "takeover"  by  a 
receiver  or  liquidator  --  vere  unenforoeoblo  egalnet  tho  iblv. 
Although  the  Sixth  Clr<"uit  reversed  en  two  fjrounds,   tbo  court 
relied  heavily  on  the  exception  for  Dto  Insurance  end  fldtllty 
bcnde   contained  In  12  tifiC  S«=tlon  i821(e)  (12}  (A) ,   the  FDIC* 
general  authority  to  enforce  oonlraots  hotvithit^ndlng 
terTiInatlon  upon  insolvency  provlelons,    In  fLndLng  no  pubJlo 
policy  to  support  the  FDIC'i  position.     Indeed,  the  AilM  C^urt 
•tated  that  flRRlA'e  atendx^nt  to  Inclodc  the  exception  for 
fidelity  bond  and  DtO  Insurance  policies  'indirectly  sopportfal 
the  validity  of   (the  terrln^tlon  provlilonc  detcu-ibed  abovtj,* 
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This  Is  clear  froe  tht  plain  B*anlng  of  cubcactlon  (&)  of  12  use 
1621(a)  vMch  Bt&t«tt 

Ko  provision  of  thie  paragraph  nay  b«  c&nftrued  as 
Itpairlng  cr  •ff acting  «ny  rljht  of  tha  con»«rvttor  or 
receiver  to  enforct  or  recover  under  A  director'!  or 
officer'*  liability  Insurance  contract  cr  depository 
ineurftnoa  bond  urvler  othtx  •ppllMblt  lav. 

Xi  a  rtB'Jlt  of  this  »l$lftterpratatlon  ©f  congr^itlonal  Intent, 
illiii  ht9   had  a  great  impact  on  cdurtt  at  both  tha  Dlitrict  and 
Circuit  levelf.  In  tht  0(0  area  especially,  U)a  ttoat  troublaioia 
endoreea>»nts  and  clauses  era  those  which  purport  to  evcluda 
claiaia  brouaht  by  or  cn  behalf  of  tha  fDic  —  tha  "ragulatfery 
agency"  exclualone.  A  aajor  argvirent  agjlnat  aunforceDant  of  auch 
akcloslona  Is  the  public  policy  avprescej  in  federal  statutaa  and 
re?\Jlatic>n6  enunciating  roic  povars.  In  early  decisions 
Involving  the  rsLjC  in  siv«rai  Dlitrict  Courts,  auch  excluplci^fi 
vera  held  to  be  unenforceable  based  on  public  policy 
coneiderations.  Tot   ftxasple,  in  fSLIC  v.  Oldenbury.  €71  f.  fiupp, 
720  (D.  Utah  1567)  the  court  held  public  policy  precluded  V\t 
savings  Institution  frok  "bargaining  Avay  tha  rights  6f  tha  ?SLIC 
to  carry  out  its  statutory  function."  Slcilar  analyses  ©f  public 
policy  vere  foUoved  in  gfarnlno  v.  CKA  insurance  Co.,  731  f. 
Supp.  aiBO  (V.D.  Waih.  IJ-ISJ  end  fSLiC  v.  Kr.ahet.  Ko.  86-5160 
(CiD.  La.  Kerch  3,  ISftB},  decl&lons  which  also  refused  to  enforce 
•regulatory  agency*  exclusions. 

Until  the  surcer  of  19S0  only  tvo  decisions*  enforced  tit 
*'reg\jlatory  agency"  exclusion.   Since  than,  the  PDIC  has  lost 
ten  of  the  last  eleven  decisions,  including  an  Eighth  Circuit 
case,  AA^rlcan  CagJiltv  Co.  V.  rPIC.  Civ.  Kos.  90-2402NI,  90- 
44SNI  (6th  Cir.,  Septanber  18,  1991).' 


*  H^Cvt"^  V-  Tnternatfonal  Insurance  Co..  civ.  Ko.  •7-5<-D*l 
(S.D.  leva,  eepterbar  31,  19ee);  Continental  pae.  Co.  v.  Allen, 
701  P.  6upp.  1019  (N.D.  Tex.  1999]. 

,'  The  ether  cases  are  Carv  v.  kt-arlcbn   Catualty  gff.,  753  ?. 
Supp  1547  (W.D.  0)c)a.  1990)  (appeal  pe/idlng);  I'oven  v.  Ar^r^em 
pasualty  CO-.  Ko.  CIV'90-I97-W  (W.D.  OXla.  Tab  26,  1991);  ttoxi^ 
LlJf£.  Ko.  8A-CV-99-260-JSL  (CD.  Cal.  July  23,  1990)  (bench 
ruling);  ftferjcfn  C^'sv*^^/  ^^-   '^'  ^'^^Tf  75b  ?.   cupp.  i>40  (c.o. 
Cal.  1991))  fti  y^Ml  '•i'-e  *  Karlne  Ins.  Co.  v.  n>lC.   19>l  HL 
90879  (D.  Kinn.  Kay  20,  1991)  (appeal  pending);  lXi£liti_l 
pepcalt  Co.  V.  Conner.  Ko.  B-l9-oe7i  (S.O.  Tex.  June  4,  1991) 
(appaai  pending);  £BIC^j!a,^.e.rJg^n.  Casual  .fg.  of  PeadJDg,  pa., 
Uo.90-CV-e265-J  (0.  Wyo.  July  ),  1991);  1£IC-J^  Zflb^rftgt  Ho.  es- 
1140  (CD.  III.  AM9  27,  1991). 
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Kany  it  not  cost  cf  thiee  ynfavoniblt  dfclelonc  r^ly  on  U)» 
reasonlhg  In  Actn^  to  Inttrprtt  tJht  ixctption  fcuj^d  in  IJ  D.B.C. 
Stction  ie21(€)  (12)  (A)  as  •vldaj^clnj  i  UcX  of  put>Uc  policy 
A^folnct  •nforctti«nt  of  excluBlonary  clavjus  iM  •ndor^ti^entt  to 
cUltcs  brought  by  tbc  FDIC, 

Thli  l68ut  vas  ftddrttecd  tn  the  inxuri/ice  »tu<3y  oon<5oct«d  jolnlly 
by  th«  PDIC,   tni  the  Depojrtftentt  of  Justice  HDi  TrtftCUxy. 
pursu&ht  to  Bectlon  220  (b)(3)    of  TW^ZS.  ,  Th*  "KiPOrt  On 
Directors'  tnd  Officer*'  Liability  In£virance  ftnd  jriniLncifcl 
lAfititution  Bond**'  contains  varioui  recoaiend&tions  on  Isiues 
concerning  DtO  irs'viTW^ct  covtr&g«  and  availability,   in  particular 
the  Iteua  of  th«  onforceablllty  of  tht  "r^yulBtory  a<yer»cy" 
exclusion,     As  dlscueced  In  the  study,  public  policy  aryurtntf 
against  application  of  cndorcfertnts  purportLny  to  bar  FDIC  claiat 
upon  bank  failure  have  b»tn  vitlattd  and  ignored  by  tho  courts 
following  the  enactrent  of  Ctction  1821 (t) (12) (A)   end   (B)  vhlcb 
the  couxti  hav«  Blsinterprcted  ta  •vidanclng  CcngTfftsa'  ttjtction 
of  public  policy  tupport  for  th«  Tdic'b  position. 

Section         _  of  the  aill  correcti  thii 

ttlslnttrpratetion  of  congreislonal  intent  by  amending  Paction 
je?l(€)  (12)  fA)  to  delete  the  ii^ceptlon  for  DtO  poUcitt  «n4 
depository  Institution  bondc  from  the  rDic'«  power  to  enforoe 
contracts  and  by  deleting  in  its  entirety  Section  ie21(a)  (12) (B) . 
These  acendTsents  to  Section  1621CtJ(12)  nr«  Intended  to,   aotong 
other  thinge,   reiterate  Congrcs*'   Intant  to  confer  the  broadest 
pcvere  poeeitle  to  the  FDIC  in  it«  capacity  as  receiver  or 
confeervator  of  failed  depoitory  instUutlona  to  realize  fcAxinuji 
value  frojt  failed  financial  institution  asietc  Including 
insurance  proceeds  in  the  profesBlonal  liability  und  fidelity 
Areas. 
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III 

DIRECTORS'  AND  OFRCERS'  LIABILITY  INSURANCE 
I.  lotroductloa 

Professional  liability  insurance  covers  (he  legal  liabilily  risk  of  loss  that  may  arise  in  connection 
with  performance  of  professional  duties  and  responsibilities.    D<&0  insurance  is  a  specific  line  of 
professional  liability  coverage,  insuring  directors  and  officers  of  corporatiofu  against  the  risk  of 
monetary  losses  arising  from  their  professional  responsibilities.   These  risks  typically  consist  of  the 
litigation  risks  associated  with  putatively  negligent  acts  or  omissions  committed  by  corporate  officials 
while  directing  or  managing  a  corporation's  operations  and  affairs."    As  the  policy  is  typically 
purcba^  by  the  corporation  to  protect  agairut  potential  risks  of  other  persons,  the  D&O  policy  is 
a  form  of  third-party  coverage.  That  is  to  say,  it  insures  against  risks  of  the  directors,  whether  or  not 
their  loss  is  (or  could  be)  indemnified  by  the  corporation.    In  addition,  a  D&O  insurance  policy 
typically  provides  protection  to  the  corporation  itself  with  respect  to  the  losses  incurred  by  it  as  a 
result  of  indemni^'ng  its  officials. 

D&O  insurance  purchased  by  insured  depository  institutions  is  a  relatively  small  portion  of 
the  much  larger  D&O  insurance  product  line,  which  in  turn  is  itself  a  relatively  small  portion  of  the 
entire  property/casualty  market  The  availability,  price,  and  terms  of  coverage  of  D&O,  like  other 
types  of  coverage,  are  interrelated.  In  general,  coverage  and  price  are  directly  related;  that  is.  the 
broader  the  coverage  the  higher  the  price.  The  availability  of  D&O  coverage  at  any  given  point  in 
.  time  depends  on  the  insurers'  analysis  of  whether  a  sufficiently  attractive  profit  can  be  made  from 
that  line. 

The  quantity  of  insurance  offered  in  the  market  is  also  directly  related  to  price:  As  the  price 
for  a  given  policy  increases,  more  carriers  will  believe  that  writing  that  policy  will  be  profitable  and 
individual  carriers  will  wish  to  write  more  of  those  policies.  Of  course,  the  amount  of  coverage 
actually  written  and  the  price  and  other  terms  of  that  coverage  depends  on  the  willingness  and  ability 
of  the  purchaser  to  pay  the  price  that  the  insurers  believe  will  yield  a  sufficient  profit. 
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The  FDIC  neither  seeks  nor  desires  any  authority  lo  directly  regulate  the  insurance  industry. 
However,  in  furtherance  of  the  goal  of  a  safe  and  sound  banking  industry,  the  FDIC  bclievei  that 
i(  is  svithin  iu  expertise,  authority,  and  responsibility  lo  regulate  the  purchase  of  ifBurance  by 
depository  institutions  subject  to  its  jurisdiction  if  such  regulation  is  appropriate.  The  FDIC.  of 
course,  shares  the  hope  that  the  free  market  will  result  in  D&O  and  bond  policies  that  arc  available, 
affordable,  and  provide  adequate  coverage. 

11«  Conclusion 

Officers  and  directors  of  insured  depository  institutions  should  be  held  accountable  for  actions 
that  result  in  material  loss  to  their  institutions.  The  standards  of  care  recognized  and  implemented 
in  FIRREA  are  entirely  appropriate  and  should  require  no  change.  If  subsequent  decisions  follow 
CanficU  and  interpret  Section  212(k)  lo  immunize  directors  and  officers  from  liability  for  negligence 
and  breach  of  fiduciary  duty  claims  asserted  by  the  PDIC  or  the  RTC,  clarifying  legislation  svill  be 
necessary. 

D&O  insurance  for  solvent  institutions  protects  the  directors  and  officers  (and,  to  the  exlent 
that  indemnification  is  required,  the  financial  institution)  against  catastrophic  loss.  Substantial  D&O 
coverage  provides  a  legitimate  inducement  to  individuals  to  serve  as  directors.  Individuals  may  also 
decide  to  serve  as  directors  notwithstanding  inadequate  coverage  if  they  are  unaware  of  the  gaps  io 


For  convenience,  both  directors  and  officers  of  corporations  are  referred  lo  collectively  as 
•executives,*  'officials.*  or  simply  as  "directors.*  As  one  commentator  notes,  the  issues  regarding 
the  availability  of  D&O  insurance  bear  most  heavily  on  directors,  given  thai  they  must  carry,  for 
the  most  part,  an  equivalent  risk  with  far  less  compensation  for  assuming  that  risk.  Romano, 
Whal  Went  Wrong  With  Directors'  and  Officers'  Liability  Insurance?,  14  Del.  J.  COrp.  L  1.  3  n.8 
(1989)  (hereafter  cited  as  •Romano*). 


C(Si  ^±;"rj,Lr,t?3,'-;r  *  ^- "'"'°°  "^"°'"'  '^"'»-  ""'-"■'■"  -^ 
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coverage.  Dirccton  may  be  unwilling  lo  assume  the  risk  of  suit  if  an  institution  fails,  and  D&O 
insurance  often  may  be  purchased  in  the  belief  that  the  policy  will  protect  the  dircclon  from  such 
suits. 

Until  recently,  attempts  by  carriers  lo  bar  FDIC  claims  by  invoking  exclusions  were  largely 
unsuccessful,  and  presumably  premiums  reflect  recognition  of  that  risk  by  cam'en.  Increased 
uncertainty  as  to  the  enforceability  of  exclusions  may  also  reduce  D&O  insurance  availability  as  well 
as  increase  policy  prices.  The  meager  evidence  available  suggests  that  the  D&O  business  is 
proGtable.  If  it  is  not,  premiums  will  likely  rise.  If  premiums  become  excessive,  new  entrants  will  be 
attracted  and  drive  prices  down;  the  market  is  apparently  not  lacking  in  self-correcting  mechanisms. 

Although  there  are  concerns  about  the  availability  of  D&O  insurance  to  weak  but  viable 
institutions,  it  is  difficult  to  believe  that  D&O  insurance  that  did  not  cover  FDIC  claims  would 
significantly  attract  potential  directors  and  officers  who  would  otherwise  be  reluctant  to  serve.  If  the 
risks  of  losses  from  the  FDIC  really  are  too  great  for  the  insurance  companies,  why  would  an 
insurance  policy  that  fails  to  cover  such  risks  allay  the  concerns  of  these  potential  officers  and 
directors?  In  any  event,  the  thin  evidence  on  availability  in  this  area  does  not  override  the  need  for 
the  FDIC  10  protect  the  deposit  insurance  funds  and  the  taxpayer  by  marshaling  all  available  assets 
in  receivership,  including  through  legitimate  litigation. 

Accordingly,  the  recent  FDIC  v.  Aetna  decision  may  significantly  impair  the  FDICs  ability  to 
recover  under  D&O  policies.  Legislative  action  is  needed  to  avoid  this  result  The  necessary 
legislative  action  would  be  deletion  of  the  D&O  and  bond  proviso  in  Section  182I(e)(12)(A)  and 
repeal  of  Section  1821(e)(12)(B),  accompanied  by  both  statutory  language  and  an  expression  of 
congressional  intent  declaring  regulatory  exclusions  and  termination  on  appointment  clauses  to  be 
against  public  policy.  The  statutory  provision  and  expression  of  congressional  intent  should  also 
declare  a  public  policy  against  enforcement  of  insured  v.  insured  clauses  against  the  FDIC  when  it 
asserts  claims  against  former  ofCcers  and  directors  of  a  failed  institution. 
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ni.        D&O  Conclusions  V 

The  Study's  conclusions  concerning  the  directors'  and  officers'  liability  issues  arc  that: 
1.         OfTicers  and  directors  of  failed  depository  institutions  should  be  held  accountable  if 

their  mbfeasancc  or  non-feasance  caused  material  damage  to  their  institution. 
1         Under  12  U.S.C  }  1821(k)  as  amended  by  RRREA  }  212.  the  FDIC  may  recover 
against  corporate  officials  for  simple  negligence  (or  for  other  causes  of  action)  if  state 
or  other  federal  law  provides  such  a  right;  neither  case  law  nor  statutes  can  immunize 
grossly  negligent  conduct  on  the  part  of  corporate  officials. 

3.  One  of  the  responsibilities  of  the  FDIC  as  liquidator,  receiver  or  conservator  of  a 
failed  institution  is  to  marshal  the  assets,  which  includes  the  assertion  of  causes  of 
action  agaimt  former  directors  and  officers. 

4.  It  is  appropriate  for  the  FDIC  to  assert  causes  of  action  against  former  directors  and 
officers  if,  but  only  if,  those  claims  are  both  (A)  believed  to  be  well  founded  on  the 
merits  and  (B)  believed  likely  to  prove  cost  effective  when  the  available  recovery 
sources  (including  both  D&O  insurance  and  reachable  personal  assets),  the  costs  of 
litigation,  and  the  likelihood  of  both  obtaining  and  collecting  on  a  judgment,  are  taken 
into  account 

5.  D&O  carriers  have  inserted  insured  v.  insured  and  regulatory  exclusions  in  most  D&O 
policies  for  depository  institutions,  and  assert  that  those  clauses  bar  recovery  by  the 
FDIC 

6.  The  officers  and  directors  of  failed  depository  institutions,  together  with  the  FDIC 
(and  FSLIC),  had  some  initial  success  in  their  litigation  with  insurance  carriers 
concenung  whether  D&O  policies  containing  insured  v.  insured  and  regulatory 
exclusions  provide  coverage  to  officers  and  directors  for  claims  asserted  by  the 
agencies;  however,  since  the  Sixth  Circuit  decided  a  bond  termination  case  against  the 
FDIC,  the  agencies  have  lost  nearly  every  case  involving  a  regulatory  exclusion. 

7.  The  FDIC's  ability  to  recover  under  D&O  policies  has  been  significantly  impaired,  in 
large  part  as  a  result  of  judicial   interpretation  of  the  proviso  in   12  U.S.C. 


164 


5  l82l(c)(l2)(A).  Legislative  action  is  needed  to  remove  this  impairment  of  the 
FDlCs  ability  to  recover  on  aiscti  such  ai  D&O  insurance.  This  action  should 
include  a  deletion  of  the  D&O  and  bond  proviso  ia  Section  182l(e)(12)(A).  repeal 
of  Section  1821(e)(12)(B),  and  an  expression  of  congreisional  intent  declaring  the 
enforcement  of  certain  restrictive  endorsemcnli  against  the  FDIC  when  it  asserts 
D&O  claims  out  of  failed  institutions  against  public  policy. 

IV.         D&O  Recommendations 

With  respect  to  theenforccability  of 'insured  v.  insured' and 'regulatory' exclusions  in  policies 
of  directors  and  officers  liability  insurance,  there  is  a  need  at  this  time  for  corrective  legislation  to 
preclude  attempts  by  D&O  insurance  carriers  to  avoid  coverage  through  reliance  on  those  exclusions. 
Although  early  court  decisions  allowed  coverage  for  claims  asserted  by  the  FDIC  despite  the 
purported  exclusions,  a  recent  Sixth  Circuit  decision  has  prompted  a  significant  reversal  in  that  trend. 
Corrective  legislation  is  needed,  and  the  simplest  way  to  accomplish  the  relevant  goal  is  to  delete  the 
proviso  in  12  U.S.C  5  182l(e)(12)(A),  repeal  12  U.S.C.  §  1821(e)(12)(B),  and  enact  statutory 
language  accompanied  by  legislative  history  making  it  clear  that  such  exclusions  violate  public  policy 
and  cannot  be  enforced  against  federal  agencies.  This  statutory  change  is  unlikely  to  have  a  material 
impact  on  the  availability  of  D&O  insurance  for  either  healthy  (where  it  will  be  available)  or  insolvent 
institutions  (where  it  is  unlikely  to  be  available  and  probably  should  not  be  purchased  in  any  event). 
The  outcome  is  more  uncertain  for  troubled  institutions,  but  availability  concerns  are  speculative  and 
are  in  any  event  outweighed  by  public  policy  concerns  to  protect  the  taxpayer  from  excessive  exposure 
(o  losses  through  federal  deposit  insurance. 

With  respect  to  issues  concerning  the  standard  of  care  required  of  officers  and  directors, 
clarifying  legislation  is  not  needed  at  this  lime.    Section  212(k)  of  FIRREA  allows  the  FDIC  to 
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fccovcf  agaicut  corporate  oDTiciaU  for  limplc  ncgligcncx  (or  other  c^mcs  of  action)  whenever  slate 
or  other  federal  law  provides  such  a  right  of  recovery  and  lo  preclude  corporate  ofriciab  from  rcKing 
on  caic  law  or  statutes  (o  immunize  their  grossly  negligent  conduct  from  suit  by  the  FDIC.  Section 
2l2(k)  was  not  intended  -•  and  should  not  be  construed  ••  to  limit  the  liability  of  ofTlcen  and 
directors  for  negligent  conduct.  One  federal  district  court  has  concluded,  however,  that 
Section  2l2(k)  immuniics  othei^vise  actionable  negligent  conduct  on  the  part  of  officers  and  director? 
if  the  claim  to  recover  for  rciulting  damages  is  asserted  by  the  FDIC  or  the  RTC.  Two  other  federal 
district  courts  have  rejected  this  position  and  accepted  the  construction  advanced  by  the  FDIC.  If 
additional  courts  reject  the  construction  advanced  by  the  FDIC/RTC.  clarifying  legislation  may  be 
necessary  to  implement  the  congressional  intent  that  prompted  enactment  of  Section  2i2(k). 


REPORT  CONCLUSIONS 
The  conclusions  of  this  Study  address  seven  questions: 

1.  What  'standard  of  care'  should  be  applied  in  determining  whether  officers  and 
directors  of  failed  insured  depository  institutions  should  be  held  liable? 

Federal  common  law,  and  certain  other  Federal  and  state  law  holds  directors  and  officers 
liable  for  simple  negligence.  Slate  law  changes  made  since  1986  (most  of  which,  by  their  terms,  were 
applicable  to  stale  chartered  depository  institutions)  provided  new  standards  for  directors  (and  in 
some  cases  officers).  FTRREA  §  212  preempts  those  stale  laws  to  the  extent  that  they  preclude 
damage  claims  by  the  FDIC  based  on  grossly  negligent  (or  worse)  conduct.  The  changes  made  by 
FIRREA  are  appropriate.  No  additional  changes  are  needed  unless  subsequent  decisions  follow 
Canfield  and  immunize  directors  and  officers  from  liability  for  negligence  claims  asserted  by  the  FDIC 
or  the  RTC 

2,  What  is  the  effect  of  contractual  provisions  limiting  insurance  coverage  when  an 
institution  is  closed  or  placed  into  conservatorship? 

Bond  policies  and  some  D&O  policies  contain  a  provision  stating  that  the  policy  automatically 
terminates  if  the  institution  is  closed  or  placed  into  conservatorship.  Since  D&O  policies  are  'claims 
made"  policies,  the  etTect  of  this  provision  is  sometimes  litigated.    Similarly,  since  there  must  be 
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•discover/  under  the  bond  during  the  policy  period,  whether  discovery  occurred  during  the  policy 
period  is  sometimes  litigated.  In  view  of  the  Sixth  Circuit's  recent  decision  in  the  FDIC  v.  Aetna  case, 
legislative  action  is  needed  on  these  issues.  Specifically,  the  proviso  in  Section  1821(e)(12)(A)  should 
be  deleted.  Section  1821(e)(12)(B)  should  be  repealed,  and  new  statutory  language  along  with 
legislative  history  should  be  enacted  to  make  it  clear  that  automatic  termination  provisions  violate 
public  policy  and  cannot  be  enforced 

Insofar  as  the  statute's  question  may  be  read  (as  some  commentator!  apparently  did),  as 
asking  whether  D&O  and  bond  policies  should  automatically  continue  in  force  to  cover  dishonesty 
or  mismanagement  occurring  after  (as  distinct  from  discovend  after)  the  institution  is  closed  or  placed 
into  conservatorship,  there  is  no  known  support  for  the  automatic  continuation  of  coverage.  In  fact, 
as  a  practical  matter,  the  FDIC  normally  chooses  to  self-insure  against  such  risks  once  it  is  given 
control  of  the  institution. 

3.  What  legislation,  regulations  or  other  changes,  if  any,  should  be  recommended  in 
response  to  the  current  dispute  concerning  whether  regulatory  exclusions  excuse  D&O  carriers  from 
paying  claims  in  cases  brought  by  the  FDIC  against  directon? 

Legislative  action  is  needed  to  protect  against  the  change  in  law  that  may  be  foreshadowed 
by  the  recent  FDIC  v.  Aetna  case.  The  specific  amendments  to  Section  1821(e)(12)  outlined  abow 
should  be  adopted,  along  with  specific  language  and  legislative  histoiy  making  it  clear  that  Cbngrcsi 
deems  regulatory  exclusions  to  be  against  public  policy. 

4.  What  legislatiofi.  regulations  or  other  changes,  if  any.  should  be  undertaken  ia 
response  to  the  current  dispute  concerning  whether  'insured  v.  insured"  exclusions  excuse  D&O 
carriers  from  paying  claims  in  cases  brought  by  the  FDIC? 

As  in  the  case  of  regulatory  exclusions,  legislath«  action  is  needed  to  protect  against  the 
change  in  law  that  may  be  foreshadowed  by  the  recent  FDIC  v.  Aetna  case.  The  specific  amendmeott 
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to  Section  1821(e)(12)  outlined  above  should  be  adopted,  along  with  speciGc  language  and  legislative 
history  malcing  it  clear  that  Congress  deems  application  of  insured  v.  insured  exclusions  to  the  FDICs 
actions  against  former  officers  and  directors  to  be  against  public  policy. 

5.  What  is  the  need  for  D&O  insurance  and  bonds? 

D&O:  D&O  insurance  which  provides  to  directors  and  ofDcers  substantial  coverage  against 
the  significant  risks  arising  from  their  actions  as  officers  or  directors  appears  to  be  generally  desirable 
since,  like  other  insurance,  it  allows  the  depository  institution  to  limit  its  own  risk  (of  having  to 
indemnify  officers  or  directors  against  a  large  loss)  in  exchange  for  payment  of  a  lesser,  but  certain 
amount.  Tljis  risk  reduction  is  a  material  benefit  to  financially  sound  depository  institutions  that  can 
afford  to  pay  insurance  premiums  but  might  not  have  the  resources  to  withstand  a  major  loss  of  this 
type.  Further,  providing  D&O  insurance  which  gives  directors  and  officers  substantial  coverage 
against  the  significant  risks  arising  from  their  actions  as  officers  and  directors  appears  to  provide  some 
inducement  to  some  individuals  to  assume  (or  remain  in)  such  positions. 

At  the  same  time,  if  one  assumes  that  such  D&O  policies  would  be  fairly  priced,  Le.,  the 
premiums  would  be  sufficient  to  both  cover  anticipated  losses  and  provide  a  profit  for  the  D&O 
carrier,  it  is  not  in  the  best  interest  of  the  depository  insurance  fund  (or  the  taxpayers)  for  insolvent, 
or  essentially  insolvent,  institutions  to  buy  D&O  insurance. 

A  more  difficult  issue  involves  those  troubled  institutions  that  face  a  somewhat  greater  chance 
of  failure  than  healthy  institutions.  Without  exclusionary  clauses,  it  is  conceivable  that  insurance 
carriers  would  either  refuse  to  provide  D&O  insurance  to  directors  of  such  an  institution,  or  that,  in 
the  alternative,  the  premiunu  would  be  priced  so  high  that  institutions  would  not  choose  to  purchase 
such  policies.  It  is  certainly  possible  that  certain  potential  outside  directors  of  such  troubled 
depository  institutions  would  refuse  to  serve  unless  a  D&O  policy  is  purchased.  In  these 
circumstances  it  is  possible  that  the  existence  of  some  form  of  D&O  policy  --  including  one  that  does 
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not  cover  suiu  brought  by  the  FDIC  ••  would  rnalce  it  somewhat  more  likely  that  reluctant  directors 
and  officen  would  choose  to  serve  the  troubled  institution.  However,  there  is  only  anecdotal 
evidence,  but  no  clear  data,  concerning  this  argument 

Moreover,  there  is  a  logical  flaw  in  this  argument,  even  for  troubled  institutions.  Carders 
assert  that  suits  by  the  FDIC  are  such  a  large  risk  that  D<&0  carders  cannot  reasonably  bear  those 
risks,  while  other  risks  borne  by  officers  and  directors  are  smalt  enough  for  the  carders  to  insure. 
A  fortiori,  directors  accepting  exclusions  of  suits  brought  by  the  FDIC  would  be  insuring  only  small 
risks,  while  themselves  bearing  the  large  risk.'^  Consequently,  any  director  to  whom  relief  from 
personal  liability  is  a  serious  concern  would  not  have  those  fears  substantially  allayed  by  a  D&O 
policy  that  did  not  cover  suits  by  the  FDIC.  Put  another  way,  if  the  risk  of  loss  really  does  increase 
substantially  as  an  institution  becomes  more  likely  to  fail,  then  a  D&O  policy  that  fails  to  cover  such 
risk  will  do  little  to  attract  qualified  directors. 

In  short,  there  is  no  clear  evidence  to  show  that  the  provision  of  D&O  insurance  that  does 
not  cover  losses  suffered  in  suits  by  the  FDIC  will  attract  better  officers  and  directors.  At  the  same 
time,  there  are  strong  public  policy  reasons  to  prohibit  such  exclusionary  clauses,  particularly  when 
the  taxpayer  is  directly  exposed  through  deposit  insurance. 

Bonds:  By  reducing  the  risk  that  a  financially  sound  institution  will  fail  due  to  a  fraud  or 
dishonesty  loss,  bonds  contribute  to  the  safety  and  soundness  of  the  industry.  Thus,  as  a  general 
matter,  substantial  and  fairly  priced  bond  coverage  is  generally  desirable. 

At  the  same  time  it  should  be  noted  that  fairly  priced  bonds  sold  to  failing  institutions, 
because  of  the  profit  the  bond  carrier  would  earn  on  the  policy,  would  increase  the  loss  suffered  by 
the  FDIC  (or  taxpayers)  when  the  institution  fails.  Since  the  universe  of  such  institutions  is  large 


'^  If  the  risk  of  FDIC  suits  is  not  large  relative  to  other  risks,  then  this  attempt  to  preclude 
coverage  of  suits  brought  by  the  FDIC  constitutes  much  ado  about  nothing. 
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enough  to  permit  *$clf  insurance'  by  the  FDIC,  there  appcan  to  be  little  reason  to  encourage  such 
institutions  to  seek  out  high  cost,  low  coverage  bonds. 

6.  What  is  the  availability  of  D&O  insurance  and  bonds? 

D&O:  D&O  insurance  is  generally  available  to  Gnancially  sound  depository  institutions, 
although  smaller  institutions  particularly  may  have  some  difficulty  in  locating  a  carrier. 

D&O  insurance  for  troubled  institutions,  when  available  at  all,  generally  carries  high  premiums 
for  coverage  restricted  in  both  dollar  amount  and  scope.  As  mentioned  above,  it  is  unclear  what  the 
effect  would  be  on  availability  of  D&O  insurance  for  those  institutions  if  insurers  are  forced  to 
choose  between  coverage  of  losses  sustained  through  suits  by  the  FDIC  and  no  coverage  at  all. 

Bonds:  Bond  coverage  is  generally  available  to  financially  sound  depository  institutions, 
although  smaller  institutions  may  have  some  difficulty  in  locating  a  carrier.  The  coverage  generally 
available  to  thrifts  as  of  the  writing  of  this  report  does  not  provide  all  of  the  coverage  required  under 
existing  OTS  regulations. 

Availability  of  bond  coverage  to  troubled  institutions  appears  to  be  limited,  especially  for 
smaller  institutions.  Coverage  that  is  available  often  appears  to  cany  relatively  high  premiums  for 
somewhat  restricted  coverage. 

7.  What  effect  would  any  changes  relating  to  the  issues  discussed  in  questions  1  through 
4  have  on  the  future  availability  of  such  insurance  and  the  ability  of  depository  institutions  to  attract 
qualified  officers  and  directors? 

As  discussed  above,  this  report  recommends  certain  legislation  that  could  materially  alter  the 
current  situation.  In  any  event,  it  seems  unlikely  that  additional  cases  holding  that  carrier  exclusions 
cannot  bar  FDIC  suits  --  or  regulations  or  legislation  spelling  out  the  same  result  --  would  have  a 
material  impact  on  how  D&O  policies  are  currently  underwritten  and  priced  for  strong  institutions. 
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If  for  any  reason  it  became  clear  that  D&O  policies  would  not  cover  cases  brought  by  ibc 
FDIC.  there  might  be  some  increase  in  the  availability  of  D&O  policies  for  insolvent,  and  troubled, 
depository  institutions.  Purchases  of  D&O  insurance  by  institutions  that  are  clearly  failing,  however, 
reduce  their  assets  and  thus  are  disadvantageous  to  the  liquidator. 

For  troubled  institutions  that  are  not  failing,  whether  such  a  loss  would  be  counterbalanced 
by  obtaining  the  services  of  better  directors  is  highly  problematic.  While  limited  coverage  would 
create  some  additional  benefits  for  potential  directors  and  officers  in  comparison  with  no  coverage, 
there  would  still  be  a  tremendous  disincentive  from  the  point  of  view  of  outside  directors  who  have 
substantial  concerns  about  personal  liability  •-  especially  if  the  risk  of  loss  from  FDIC  suits  is  as  great 
as  insurance  carriers  have  alleged. 
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ADDITIONAL  VIEWS  OF  THE  TREASURY  DEPARTMENT 

The  Treasury  Department  generally  agrees  with  the  conclusions  of  this  report  When  a 
depository  institution  fails,  the  FDICs  duty  is  to  recover  as  much  as  possible  from  the  assets  of 
the  failed  institution  in  order  to  reduce  losses  for  the  deposit  insurance  funds  and  exposure  for 
the  taxpayer.  This  duty  includes  the  pursuit  of  all  legitimate  legal  claims  on  behalf  of  depositors, 
creditors,  and  shareholders.  Lawsuits  against  companies  that  insure  directors  and  officers  from 
the  consequences  of  their  conduct  are  legitimate  legal  claims  if  the  suits  could  legitimately  be 
brought  against  the  directors  and  officers  themselves. 

There  is  little  public  policy  justification  for  permitting  insurance  companies  to  avoid  this 
liability  merely  because  the  identity  of  the  plaintiff  is  the  government  rather  than  a  private  party. 
As  the  report  correctly  notes,  in  analogous  circumstances  under  bankruptcy  law,  insurers  and 
other  private  parties  are  not  permitted  to  escape  liability  through  exclusionary  clauses  in  contracts. 
The  same  reasoning  should  generally  apply  to  efforts  by  D&O  insurers  to  escape  liability  in  the 
event  that  a  depository  institution  fails  and  claims  are  brought  by  the  FDIC  rather  than  private 
parties. 

A  legitimate  concern  does  remain,  however,  about  the  availability  of  D&O  insurance  in  the 
future  for  certain  Icinds  of  institutions.  This  concern  is  not  v^th  strong  institutions,  who  should  be 
able  to  obtain  D&O  insurance  regardless  of  the  manner  in  which  this  issue  is  resolved.  Nor  is  it 
with  insolvent  institutions  that  have  been  or  are  about  to  be  taken  over  by  the  FDIC;  there  is  no 
need  for  these  institutions  to  incur  the  cost  of  D&O  insurance.   But  there  remains  a  concern  with 
institutions  that  fall  in  neither  category,  i.e.,  troubled  but  viable  institutions. 

These  institutions  need  to  attract  and  maintain  qualiHed  directors  and  officers  that  in  the  best 
of  cases  could  help  turn  the  fortunes  of  the  troubled  institutions  around,  and  in  other  cases  could 
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at  least  help  minimiw.  lotses.  While  definitive  dau  do  not  yet  exist,  common  sense  strongly 
suggestt  that  the  availability  of  D&O  insurance  will  help  attract  and  maintain  qualiSed  directors, 
perhaps  even  more  than  it  does  for  healthy  institutions. 

What  will  be  the  result  for  troubled  institutions  if  legislation  prohibits  D&O  insurers  &om 
contracting  to  avoid  liability  merely  because  the  FDIC  is  a  plaintiff?  If  the  insurer's  decision  is  full 
coverage  or  no  coverage,  the  ideal  result  would  be  more  instances  of  full  coverage,  which  in  turn 
would  help  attract  and  maintain  qualified  directors  for  troubled  institutions.  But  the  opposite 
could  also  occur,  with  more  instances  of  no  coverage  at  all  (or  coverage  priced  so  high  that  it 
would  not  be  practically  affordable).  This  in  turn  could  deter  qualified  officers  and  directors. 

These  possibilities  must  be  compared  with  the  potential  results  if  insurers  are  permitted  to 
contractually  avoid  liability  for  FDIC  lawsuits.  It  is  possible  that  such  contractual  limitations 
would  make  D&O  insurance  more  available  and  aR^ordable  for  troubled  institutions.  But  as  the 
study  rightly  points  out,  it  is  not  clear  that  such  insurance  would  significantly  help  attract  qualified 
directors  and  officers.  Insurance  that  does  not  cover  what  insurance  carriers  evidently  believe  is  a 
serious  risk  -  the  potential  for  an  FDIC  lawsuit  -  will  not  be  particulariy  effective  in  helping  to 
attract  potential  directors  and  officers  who  are  just  as  worried  about  exactly  this  kind  of  risk.  At 
the  same  time,  there  may  be  those  who  would  be  willing  to  serve  with  partial  coverage  but  who 
would  not  serve  with  no  coverage  at  alL 

To  date,  there  has  simply  not  been  enough  experience  to  collect  the  necessary  data  to  make 
an  accurate  forecast  of  the  effect  of  either  course  of  action.  On  balance,  the  legislation 
recommended  in  the  study  is  appropriate  because  of  the  need  to  protect  the  deposit  insurance 
fund  and  the  taxpayer,  the  public  policy  against  permitting  parties  to  avoid  contractual  obligations 
merely  because  the  FDIC  stands  in  the  shoes  of  the  Original  party,  and  the  possibility  that 
prohibiting  exclusions  will  in  fact  result  in  greater  D&O  coverage  and  more  qualified  officers  and 
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directori.  Nevcrthelai,  it  will  be  important  to  monitor  the  actual  impact  of  the  proposed 
legislative  diange. 
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Re:  Solicitation  of  Comments  for  Study  with  Respect  to  Directors'  and 
Officers'  Liability  Insurance  and  Depository  Institution  Bonds, 
54  Federal  Register  53719  (1989). 

Dear  Mr.  Walton: 

The  American  Bankers  Association  (ABA)  appreciates  the  opportunity  given  by 
the  Federal  Deposit  Insurance  Corporation  (FDIC)  to  provide  our  views  on  its 
solicitation  of  comments  for  the  FDIC  study  with  respect  to  Directors'  and 
Officers'  Liability  Insurance  and  Depository  Institution  Bonds.  The  ABA  is 
the  national  banking  trade  association  representing  banks  of  all  sizes, 
types,  and  locations.  The  assets  of  our  members  comprise  approximately  95% 
of  the  industry  total. 

Pursuant  to  the  Financial  Institutions  Reform,  Recovery,  and  Enforcement  Act 
of  1989  (FIRREA),  the  FDIC  is  required  to  prepare  and  transmit  to  the 
Congress  a  report  concerning  directors'  and  officers'  liability  insurance 
and  depository  institution  bonds. 


The  FDIC  has  solicited  comments  and  any 
explored  in  the  study.  This  study  will 
for,  directors'  and  officers'  liability 
bonds.  The  study  will  include:  consider 
liability  for  directors  and  officers;  an 
provisions  which  purport  to  limit  insura 
placed  in  receivership  or  conservatorshi 
FDIC  or  other  governmental  instrumental i 
insured  against  another  insured.  The  FD 
effect  of  such  limiting  language  in  insu 
depository  institutions  to  attract  and  r 
directors.  The  FDIC  also  requests  comme 
inclusion  or  exclusion  of  such  limiting 
of  insurance. 


relevant  data  on  the  issues  to  be 
review  the  availability  of,  and  need 
insurance  and  depository  institution 
ation  of  State  laws  limiting 
d  the  effect  of  contractual 
nee  coverage  when  an  institution  is 
p;  or  when  a  claim  is  made  by  the 
ty;  or  when  claims  are  made  by  one 
IC  requests  comments  addressing  the 
ranee  policies  on  the  ability  of 
etain  qualified  officers  and 
nts  addressing  the  effect  of 
language  on  the  future  availability 


175 


AMERJCAN  coNTiNuiNC  our  ixm»  Of 

BANKERS 

ASSOCIATION  February    15,    1990 


The  legal  liability  of  bank  directors  and  officers  may  be  established 
through  breach  of  the  common  law  duties  of  care  or  loyalty  and  through 
violation  of  federal  and  state  statutory  and  regulatory  provisions.  For 
example,  federal  law  provides  that  the  FDIC  may  require  an  insured  bank  to 
provide  protection  and  indemnity  against  burglary,  defalcation,  and  other 
similar  insurable  losses.  (See  12  U.S.C.  section  1828(e)).  Such  coverage 
is  provided  in  depository  institution  bonds. 

Although  not  required,  depository  institutions  may  also  purchase  liability 
insurance  to  provide  protection  to  their  directors  and  officers  for  claims 
arising  from  certain  acts  (or  failures  to  act)  in  their  capacity  as 
directors  and  officers.  Such  policies  include  reimbursement  to  the 
depository  institution  for  indemnifications  of  directors  and  officers. 
Based  on  the  ABA  1988  Bank  Insurance  Survey,  72%  of  the  member  bank 
respondents  purchase  D&O  liability  coverage.  The  ABA  has  discussed  this 
issue  with  its  members  at  the  January  1990  National  Security  &  Risk 
Management  Conference  regarding  O&O  corporate  indemnification  and  this 
letter  reflects  their  views.  In  addition,  the  ABA  is  in  the  process  of 
surveying  a  group  of  community  bankers  on  this  issue  and  will  be  pleased  to 
share  their  views  when  the  results  are  received. 

With  respect  to  O&O  insurance  coverage,  O&O  underwriters  have  attached  a 
number  of  relatively  new  exclusions  to  their  O&O  liability  policy  forms.  Of 
special  interest  to  the  present  FDIC  study  are  the  "regulatory  exclusion" 
and  the  "insured  v.  insured"  exclusion. 

We  are  informed  that  most  D&O  policies  purchased  by  banks  contain  the 
"regulatory  exclusion."  The  ABA  believes  that  it  is,  and  ought  to  be,  up  to 
the  insurance  underwriter  to  determine  for  which  banks  it  is  willing  to 
remove  this  regulatory  exclusion  and  provide  such  regulatory  coverage.  It 
is  not  reasonable  to  assume  that  an  insurance  carrier  can  be  expected  to 
cover  a  loss  under  a  coverage  which  it  was  unwilling  to  provide.  It  is  not 
reasonable  to  mandate  acceptance  of  significant  additional  risk,  which  would 
undermine  the  underwriting  and  pricing  function  of  insurers. 

If  bank  D&O  insurance  coverage  is  limited  in  the  market  place,  the 
limitation  will  affect  not  only  those  institutions  which  could  obtain  the 
coverage  including  the  regulatory  exclusion,  it  will  also  impact 
institutions  which  could  have  acquired  the  coverage  with  the  regulatory 
exclusion  removed.  Further,  the  inability  of  an  insurer  to  spread  its  risk 
according  to  its  own  professional  and  actuarial  expertise  will  shrink  the 
market  availability  and  capacity  for  O&O  insurance  for  all  institutions. 
For  example,  the  number  of  insurers  may  be  severely  reduced,  the  total 
capacity  for  limits  may  be  substantially  reduced  and  exclusions  and 
deductibles  may  well  expand.  One  need  only  look  to  the  recent  past  to  see 
that  contraction  in  the  market  has  occurred  before.  It  is  rejsonable  to 
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assume  that  any  major  interference  in  the  underwriting  process,  such  as 
invalidating  the  regulatory  exclusion  wholesale,  could  readily  be  expected 
to  cause  another  such  contraction. 

BANKS  MAY  FACE  DIFFICULTY  IN  OBTAINING  COVERAGE 

As  a  matter  of  public  policy  concerning  the  enforceability  of  the  regulatory 
exclusion,  the  ABA  believes  that  if  the  regulatory  exclusion  were  treated  as 
unenforceable,  insured  banks  generally  would  experience  a  strong  negative 
impact.  Many  presently  insured  banks  would  either  not  have  O&O  coverage 
renewed  or  would  have  their  current  policies  canceled  due  to  radically 
increased  risk  forced  on  the  insurer.   If  insurers  continue  to  offer  D&O 
liability  products,  but  only  at  significantly  increased  premiums,  many 
financial  institutions  may  elect  not  to  obtain  coverage.    In  either  case, 
it  may  be  difficult  if  not  impossible,  for  many  of  our  members  to  obtain  D&O 
liability  coverage.  The  net  effect  would  be  reduced  coverage  for  directors 
and  officers  and,  in  the  event  of  seizure  or  failure,  increased  rather  than 
decreased  resort  to  FDIC  resources  if  personal  assets  of  directors  and 
officers  are  insufficient  to  cover  the  loss. 

INABILITY  TO  ATTRACT  AND  RETAIN  QUALIFIED  DIRECTORS  AND  OFFICERS 

The  responsibility  of  a  director  or  officer  is  an  affirmative  responsibility 
to  participate  actively  in  the  affairs  of  the  bank  with  a  general  knowledge 
of  the  laws  and  regulations  that  govern  those  activities.  It  is  in  the  best 
interests  of  the  FDIC  to  have  competent  directors  and  officers  in  bank 
management.  However,  if  banks  are  unable  to  obtain  O&O  coverage,  they  may 
have  difficulty  in  attracting  and  retaining  qualified  directors  and 
officers.  This  may  be  particularly  true  for  community  banks.  Community 
banks  serve  many  small  and  rural  communities,  where  the  "pool"  of  available, 
qualified  individuals  from  which  to  select  directors  and  officers  is 
restricted.  Limitations  on  coverage  will  reduce  the  "pool"  of  potential 
qualified  directors  for  conmunity  banks. 

CAPITAL  EROSION 

Additionally,  the  ABA  believes  that  if  a  bank  is  unable  to  obtain  D&O 
liability  coverage,  either  because  it  has  become  prohibitively  expensive  or 
it  has  simply  become  unavailable,  the  bank's  capital  base  may  be  eroded  when 
it  is  called  upon  to  indemnify  a  director  or  officer  pursuant  to  its 
corporate  indemnification  agreement.  Such  a  loss  of  capital  could  be 
avoided  if  the  bank  has  a  D&O  policy  to  cover  all  or  part  reimbursement  of 
the  covered  loss.  Because  capital  provides  the  essential  buffer  between  the 
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insurance  fund  and  the  measure  of  strength  of  banks  individually  and  as  an 
industry,  it  is  imperative  that  the  FDIC  take  the  necessary  steps  to  ensure 
that  banks  may  continue  to  obtain  D&O  coverage  at  reasonable  rates.  The 
depletion  of  capital  in  this  manner  may  severely  damage  the  public's 
confidence  in  these  institutions  and  may  ultimately  cost  the  insurance  fund. 
The  alternative  is  an  enormous  reduction  in  the  amount  of  D&O  coverage  in 
place  and  a  corresponding  increase  in  reliance  on  FDIC  funds  in  the  event  of 
seizure  or  failure. 


INSURED  V.  INSURED  EXCLUSION  SHOULD  NOT  BE  VOIDED 
IF  ITS  PURPOSE  IS  TO  BE  MAINTAINED 

With  respect  to  the  "insured  v.  insured"  exclusion,  this  exclusion  has  been 
adopted  by  virtually  all  D&O  insurance  underwriters.  The  exclusion  was  the 
direct  result  of  claims  brought  by  insured  institutions  against  D&O 
underwriters  alleging  wrongdoing  by  the  insured  bank's  own  officers.  The 
ABA  believes  that  D&O  policy  coverage  never  intended  that  banks  sue  their 
own  directors  and  officers  for  losses.  The  exclusion  should  remain  in  D&O 
policies  in  order  to  preserve  the  fundamental  purpose  of  the  insurance, 
i.e.,  to  protect  directors  and  officers  against  third-party  claims. 


STATE  CORPORATE  LAWS  SHOULD  CONTROL  STANDARD  OF  CARE 

Many  states  have  enacted  laws  that  specify  the  liability  of  directors  and 
officers  for  breach  of  the  fiduciary  duty  to  exercise  due  care  in  managing  a 
corporation  including  a  financial  institution.  These  laws  have  codified  the 
common  law  duties  of  care  required  of  directors  and  officers.   In  the 
opinion  of  our  Association,  state  laws  that  establish  duties  of  care  for 
corporate  directors  should  not  be  preempted  by  Federal  law  or  regulation. 
If  state  laws  were  preempted  by  federal  action  to  expand  the  liability  of 
bank  officers  and  directors,  it  would  have  a  dramatic,  chilling  impact  on 
the  willingness  of  anyone  to  serve  as  directors  and/or  officers  of  a 
financial  institution,  particularly  if  D&O  coverage  is  unavailable. 

In  conclusion,  the  ABA  appreciates  the  opportunity  to  provide  comment  for 
the  FDIC  study.  The  ABA  will  share  the  results  of  our  survey  of  community 
bankers  and  would  be  pleased  to  provide  any  additional  information. 


Sincerely, 


-i^mes  D.  McLaughlin 
Director 
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January  29,  1990 
DELIVERED  BY  MESSENGER 


Mr.  M.  Lauck  Walton 

Counsel 

Federal    Deposit    Insurance   Corporation 

Legal    Division,    Room   4018 

550    17th   Street,    hfW 

Washington,    DC      20429 

RE:       DIRECTORS    AND   OFFICERS    LIABILITY    INSURANCE    STUDY       ^ 

Dear  Mr.    Walton: 

The  National  Association  of  Insurance  Brokers  is  the  trade 
association  of  commercial  insurance  brokers.  NAIB  members  are 
insurance  marketplace  experts  who  provide  insurance  and  risk 
management  services  to  clients,  including  financial  institutions, 
in  the  United  States  and  around  the  world.  NAIB  members  administer 
the  majority  of  all  commercial  insurance  placed  in  the  United 
States. 

In  response  to  your  request  for  information  on  the  impact  of 

the  Financial  Institution  Reform,  Recovery  and  Enforcement  Act  of 

1989  (FIRREA)  on  directors  and  officers  liability  insurance,  we 
offer  the  following  comments. 

Generally,  directors'  and  officers'  liability  insurance 
contracts  (D&O  coverage)  contain  a  provision  expressly  excluding 
coverage  for  suits  brought  by  regulatory  authorities  (e.g.  the  SEC 
or  FDIC)  and  fidelity  bonds  include  provisions  to  terminate 
coverage  on  the  appointment  of  a  receiver  or  conservator  for  the 
institution.  NAIB  supports  provisions  of  FIRREA  which  limit  the 
authority  of  the  Federal  Deposit  Insurance  Corporation  (FDIC)  to 
enforce  D&O  coverage  under  such  circumstances. 

If  the  agency  could  enforce  such  contracts,  it  would  impose 
large,  unanticipated  new  liabilities  on  insurers  who  provide  D&O 
coverage  to  financial  institutions.  Because  such  liabilities  were 
not  anticipated,  the  insurers  have  not  priced  their  products  to 
reflect  these  costs  nor  have  they  established  reserves  to  cover 
them.  The  financial  impact  of  enforcing  D&O  policies  regardless 
of  provisions  to  terminate  could  have  a  devastating  impact  on 
underwriters. 

Any  change  in  this  provision  of  the  law  could  also  have  a 
negative  impact  on  the  D&O  market.  D&O  coverage  for  financial 
institutions  remains  a  more  difficult  line  of  coverage  than  D&O  for 
many  other  industries.   With  the  increased  incidence  of  bank  and 
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S&L  failures  and  the  escalation  of  litigation  against  these 
institutions  and  their  directors,  many'  insurers  view  these  risks 
as  unusually  difficult.  Market  capacity  has  increased  over  the 
past  few  years,  but  losses  have  continued  and  insurers  are  holding 
to  rates  that  reflect  this  loss  trend.  Nonetheless,  reasonable 
coverage  is  available. 

However,  if  a  regulator  had  the  authority  to  override  DSO 
policy  language,  underwriters  would  be  unwilling  to  offer  the 
coverage  and  the  market  would  disappear.  Without  D&O  coverage,  the 
personal  assets  of  directors  and  officers  of  financial  institutions 
would  be  at  risk.  This,  in  turn,  creates  a  tremendous  disincentive 
for  qualified  individuals  to  serve  at  a  time  when  the  need  for  them 
is  great. 

Similarly,  overriding  state  laws  that  indemnify  directors  and 
officers  creates  market  problems  and  another  disincentive  for 
qualified  individuals  to  serve  as  directors  or  officers  of 
financial  institutions.  FIRREA  deals  with  this  issue  by  limiting 
the  agency's  authority  to  override  to  cases  of  gross  negligence  or 
conduct  that  demonstrates  a  greater  disregard  of  a  duty  of  care, 
such  as  intentional  conduct. 

NAIB  supports  this  provision  of  FIRREA.  To  substantially 
weaken  state  indemnification  statutes  and  liability  limitation  laws 
would  reverse  a  state  reform  trend  that  has  improved  market 
capacity.  It  would  also  overturn  established  case  law  on 
negligence. 

In  conclusion,  NAIB  cautions  that  a  change  in  the  law  to 
enable  FDIC  to  override  insurance  contracts  or  to  limit  state  laws 
indemnifying  directors  and  officers  of  financial  institutions  will 
negatively  affect  both  the  insurance  marketplace  and  the 
willingness  of  qualified  individuals  to  serve  these  institutions. 

If  you  have  additional  questions,  please  don't  hesitate  to 
contact  me  or  NA.IB*s  director  of  federal  affairs,  Barbara  Haugen, 
at  202/628-6700. 


C.  Richard  Peterson 
President 
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Mr.    Mark  Rosen 

Deputy  General  Counsel 

Federal  Deposit  Insurance  Corporation 

550  Seventh  Street,  N.W. 

Washington,  DC   20429 

Dear  Mr.  Rosen: 

Public  Citizen  appreciates  this  opportunity  to  conul^nt  ^ 
the  FDIC  study  of  directors  and  officers  liability  insurance. 
the  wake  of  the  massive  bailout  of  the  Savings  &  Loan  industry, 
and  subsequent  increased  public  scrutiny  of  federally  insured 
depository  institutions,  it  is  no  surprise  that  the  insurance 
companies  which  insure  these  institutions  are  making  a  concerted 
effort  to  protect  their  use  of  exclusionary  provisions. 

These  exclusions  limit  an  insurance  company  from  having  to 
pay  claims  arising  from  the  actions  of  the  directors  or  officers 
of  a  bank  that  lead  to  bank  failure  or  other  similar 
catastrophes.   By  engaging  in  this  practice,  which  was  frequently 
used  by  insurance  companies  on  many  lines  of  commercial  liability 
during  the  liability  crisis  of  the  mid  1980' s,  insurers  can  avoid 
the  most  costly  liability  claims. 

Public  Citizen  believes  that  it  is  contrary  to  the  public 
welfare  for  federally  insured  depository  institutions  to  purchase 
insurance  policies  that  include  these  exclusionary  provisions 
that  limit  the  institutions  coverage  for  catastrophic  and  other 
liability.   Specifically,  federally  insured  depository 
institutions  should  be  prohibited  from  purchasing  insurance 
policies  that  include  the  following  exclusions:   exclusion  from 
liability  in  the  event  of  gross  negligence  on  the  part  of  a 
director  or  officer;  exclusion  from  liability  arising  from  a 
claim  by  the  federal  deposit  insurance  corporation,  or  any  other 
state  or  federal  regulatory  agency;  and  exclusion  from  claims 
brought  in  connection  with  shareholders'  derivative  suits, 
representative  class  action  suits,  or  suits  brought  by  past, 
present  or  future  officers  and  directors  of  the  insured 
institution  against  past,  present  or  future  officers  and 
directors  of  the  same  institution. 

These  exclusions  effectively  render  the  insurance  policies 
nearly  valueless  for  the  institutions,  expose  the  personal  assets 
of  directors  and  officers  to  liability  claims  arising  from 
business  decisions,  and  promote  spending  of  publicly  backed 
dollars  on  worthless  insurance  products.   Furthermore,  the 
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exclusions  allow  for  no  effective  remedy  for  depositors  and 
creditors  to  make  claims  to  recover  monies  owed  them. 

The  exclusions  will  not  serve  to  attract  more  cfualified 
directors  and  officers.   In  fact,  these  exclusions  will  have  just 
the  opposite  effect.   Since  the  exclusions  limit  catastrophic 
coverage  for  directors  and  officers,  directors  and  officers  will 
be  personally  exposed  to  the  most  damaging  liability,  negligence 
that  results  in  bank  failure  or  similar  catastrophes.    While  it 
is  certainly  not  good  public  policy  to  allow  directors  and 
officers  to  insulate  themselves  from  liability  arising  from 
willful  misconduct  or  criminal  negligence,  it  is  essential  that 
they  be  covered  for  actions  taken  in  the  best  interests  of  the 
institution  that  subsequently  turn  out  to  be  bad  decisions. 
Since  no  director  or  officer  foresees  that  their  actions  will 
have  such  catastrophic  consequences,  excluding  criminal 
misconduct,  the  potential  for  being  personally  exposed  will 
inevitably  scare  off  even  the  most  accomplished  directors  and 
officers. 

Now  that  the  pendulum  is  swinging  back  to  increased  fiscal 
responsibility  in  the  financial  industry,  it  would  be 
irresponsible  for  federally  insured  depository  institutions  to 
purchase  insurance  policies  that  will  not  provide  protection  from 
their  most  extreme  losses.   To  protect  the  interests  of 
depositors,  creditors,  taxpayers,  and  the  institutions 
themselves,  banks  and  Savings  and  Loans  should  demand  an 
insurance  product  that  fulfills  their  needs. 

Thank  you  for  this  opportunity  to  express  Public  Citizen's 
opinion.   I  sincerely  hope  that  the  FDIC  study  of  directors  and 
officers  liability  insurance  will  provide  the  mandate  for 
federally  insured  depository  institutions  to  be  more  fiscally 
responsible  and  more  responsive  to  their  depositors. 

Sincerely, 


Jt-^ 


Steven  R.  Johnson 
Field  Organizer 
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FEDERAL  DEPOSIT  INSURANCE  COR- 
PORATION.  in  ita  separate  corporate 
capacity.  Plaintiff-Appellee. 

V. 

AETNA  CASUALTY  AND  SURETY 

COMPANY.  Defendant^Appellant 

No.  89-586fi. 

United  States  Court  of  Appeals, 
Sixth  Circuit 

Argued  Feb.  5,  1990. 
Decided  May  24,  1990. 

The  Federal  Deposit  Insurance  Corpo- 
ration (FDIC)  brought  action  against  insur- 
er to  claim  coverage  under  bankers  blanket 
bonds.  The  United  States  District  Court 
for  the  .Middle  District  of  Tennessee.  Thom- 
as A.  Higgins,  J.,  entered  judgment  award- 
ing compensatory  and  punitive  damages  to 
the  FDIC.  Insurer  appealed.  The  Court 
of  Appeals.  Robert  Holmes  Bell.  District 
Judge,  sitting  by  designation,  held  that:  (1) 
exclusion  provisions  in  the  bonds  that  ter- 
minated coverage  on  FDIC  takeover  of  the 
bank  did  not  violate  public  policy,  and  (2) 
the  insurer's  actions  did  not  show  bad  faith 
and  did  not  p>ermit  an  award  of  punitive 
damages  under  Tennessee  law. 

Reversed  and  remanded. 


1.  Insurance  ^^VS.S 

Exclusion  provisions  in  bankers  blan- 
ket bonds  that  terminated  coverage  imme- 
diately upon  appointment  of  Federal  Depos- 
it Insurance  Corporation  (FDIC)  as  bank's 
receiver  did  not  violate  public  policy. 

2.  Insurance  «»178.9 

Bank  did  not  discover  dishonest  acts 
by  its  chairman  before  Federal  Deposit  In- 
surance Corporation  (FDIC)  had  been  ap- 
pointed as  receiver  for  bank  and,  thus, 
coverage  under  bankers  blanket  bonds  ter- 
minated upon  FDIC  takeover. 

3.  Insurance  «=602.5 

Insurer's  investigatory  tactics  did  not 
provide  evidence  of  bad  faith  and  did  not 
permit  imposition  of  punitive  damages  for 


insurer's  refusal  to  pay  on  bankers  blanket 
bonds  after  Federal  Deposit  Insurance  Ck>r- 
poration  (FDIC)  had  been  appointed  as 
bank's  receiver,  insurer  made  normal  and 
commonly  accepted  strategical  pretrial  dis- 
cover)' decisions  and  it  was  pressing  legit- 
imate contractual  defense  under  exclusion 
provisions  of  bonds  that  terminated  cover- 
age on  FDIC  takeover. 


Deborah  C.  Stevens.  G.W,  Morton,  Jr. 
(argued),  Judith  A.  DePrisco.  Ellis  A. 
Sharp,  John  K.  King,  M.  Edward  Owens, 
Jr.,  Kelly  S.  Atkins,  Gerald  L.  Gulley.  Jr., 
Morton,  Lewis.  King  &  Krieg,  Knoxville, 
Tenn.,  and  Reba  Brown,  Morton,  Lewis, 
King  &  Krieg.  Nashville.  Tenn.,  for  plain- 
tiff-appellee. 

Gerard  M.  Siciliano,  Samuel  L.  Akers. 
William  B.  Luther,  Phillip  J.  Parsons.  Ste- 
ven S.  Usary,  Luther,  Anderson,  Cleary, 
Ruth  &  Speed,  Chattanooga,  Tenn.,  Rich- 
ard J.  Phelan  (argued),  William  T  CahiU. 
Chicago,  111.,  and  Larry  L.  Simms  (argued), 
Gibson,  Dunn  &  Crutcher,  Washington, 
D.C..  for  defendant-appellant 

David  L.  Buuck,  Clairbome,  Davis,  Bu- 
uck  &  Hurley,  Knoxville,  Tenn.,  for  defen- 
dant 

Before  KRUPANSKY  and  NORRIS. 
Circuit  Judges,  and  BELL,  District 
Judge  '. 

ROBERT  HOLMES  BELL,  District 
Judge. 

Defendant- Appellant  Aetna  (^ualty 
and  Surety  Company  ("Aetna")  appeals 
from  a  jury  verdict  awarding  $3,000,000  in 
compensatory  damages  and  $3,500,000  in 
punitive  damages  to  plaintiff-appellee.  Fed- 
eral Deposit  Insurance  Cx)rporation 
("FDIC").  The  action  is  premised  upon 
Aetna's  refusal  to  allow  FDIC,  as  receiver 
for  United  Southern  Bank  of  Nashville 
(USBN),  to  claim  coverage  under  certain 
bankers  blanket  bonds.  The  Court  finds 
I  that  exclusion  provisions  in  the  bonds  pre- 

'*Thc    Honorable    Roben    Holmes    Bell,    United 
Stales  Dislria  Judge  for  the  Western  District  of 


elude  the  FDIC's  actwo  and  accordingly 
reverses. 

I 
Factual  Background 
USBN  was  owned  ui  part  by  C.H  Butch- 
er, Jr.  (Butcher)  who  served  as  Chairman 
and  Chief  Executive  Officer  until  his  resig- 
nation on  May  25.  1932.  In  April  1983, 
USBN  became  insolvent  and  the  FDIC 
loaned  it  $25,000,000.  .\s  a  condition  of  the 
loan,  the  FDIC  requurd  USBN  to  replace 
the  current  managemenL  Pursuant  to  this 
requirement.  Tom  Monem  became  presi- 
dent of  USBN  on  April  7,  1983.  These 
efforts  failed  and,  on  May  27,  1983,  the 
Tennessee  Commissioner  of  Banking  closed 
USBN.  The  FDIC  accepted  appointment 
as  receiver  on  May  27.  1983,  and  immedi- 
ately transferred  some  of  USBN's  assets  to 
Union  Planters  National  Bank  of  Memphis. 
The  FDIC  purchased  ihe  remaining  assets. 

On  Februao"  27,  19*5,  prior  to  USBN's 
closing,  Aetna  issued  rwo  bankers  blanket 
bonds  in  the  toul  ar.ount  of  $3,000,000. 
These  bonds  provided  coverage  for  losses 
caused  by  dishonest  acts  of  employees. 
Four  sections  of  thest  bonds  are  relevant 
to  the  issues  before  the  0)urL  Section  4 
states  thai  "[djiscoven-  occurs  when  the 
Insured  becomes  aware  of  facts  which 
would  cause  a  reasonable  person  to  assume 
that  a  loss  covered  by  'Jie  bond  has  been  or 
will  be  mcurred.  even  though  the  exact 
amount  or  details  of  loss  may  not  then  be 
known."  Section  5(al  states  that  "[a}t  the 
earliest  practicable  moment,  not  to  exceed 
30  days,  after  discovery  of  loss,  the  In- 
sured shall  give  Underwriter  notice  there- 
of." 

The  most  important  sections  for  pur- 
poses of  the  decision  in  this  case  are  sec- 
tions 12  and  13.  Although  the  numbering 
is  slightly  different  berween  the  two  bonds, 
the  wording  is  identicaJ  and  the  Court  shall 
reference  the  sections  as  sections  12  and  13 
in  conformity  to  the  arguments  of  the  par- 
ties.   Sections  12  and  13  state: 

Michigan,  sitimg  by  designation. 
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Section  12.  This  bond  shall  be 
deemed  terminated  or  canceled  as  an 
entirety — (a)  60  days  after  the  receipt  by 
the  Insured  of  a  written  notice  from  the 
Underwriter  of  its  desire  to  terminate  or 
cancel  this  bond,  or  (b)  immediately  upon 
the  receipt  by  the  Underwriter  of  a  writ- 
ten request  from  the  Insured  to  termi- 
nate or  cancel  this  bond,  or  (c)  immedi- 
ately upon  the  taking  over  of  the  In- 
sured by  a  receiver  or  other  liquidator 
or  by  State  or  Federal  officials,  or  (d) 
immediately  upon  the  talcing  over  of  the 
Insured  by  another  institution.  The  Un- 
derwriter shall,  on  request,  refund  to  the 
Insured  the  unearned  premium,  comput- 
ed pro  rata,  if  this  bond  be  terminated  or 
canceled  or  reduced  by  notice  from,  or  at 
the  instance  of,  the  Underwriter,  or  if 
terminated  or  canceled  as  provided  in 
sub-section  (c)  or  (d)  of  this  paragraph. 
The  Underwriter  shall  refund  to  the  In- 
sured the  unearned  premium  computed 
at  short  rates  if  this  bond  be  terminated 
or  canceled  or  reduced  by  notice  from,  or 
at  the  instance  of,  the  Insured. 

This  bond  shall  be  deemed  terminated 
or  canceled  as  to  any  Employee  or  any 
partner,  officer  or  employee  of  any  Pro- 
cessor— (a)  as  soon  as  any  Insured  or  any 
director  or  officer  not  in  collusion  with 
such  person,  shall  learn  of  any  dishonest 
or  fraudulent  act  committed  by  such  per- 
son at  any  time  against  the  Insured  or 
any  other  person  or  entity,  without  preju- 
dice to  the  loss  of  any  Property  then  in 
transit  in  the  custody  of  such  person,  or 
(b)  15  days  after  the  receipt  by  the  In- 
sured of  a  written  notice  from  the  Under- 
writer of  its  desire  to  terminate  or  cancel 
this  bond  as  to  such  person. 

Termination  of  the  bond  as  to  any  in- 
sured terminates  liability  for  any  loss 
sustained  by  such  Insured  which  is  dis- 
covered after  the  effective  date  of  such 
termination. 

Section  13.  At  any  time  prior  to  the 
termination  or  cancelation  of  this  bond  as 
an  entirety,  whether  by  the  Insured  or 
the  Underwriter,  the  Insured  may  give  to 
the  Underwriter  notice  that  it  desires 
under  this  bond  an  additional  period  of 
12  months  within  which  to  discover  loss 


sustained  by  the  Insured  prior  to  the 
effective  date  of  such  termination  or  can- 
cellation and  shall  pay  an  additional  pre- 
mium therefor. 

Upon  receipt  of  such  notice  from  the 
Insured,  the  Underwriter  shall  give  its 
written  consent  thereto:  provided,  how- 
ever, that  such  additional  period  of 
time  shall  terminate  immediately 

(a)  on  the  effective  date  of  any  other 
insurance  obtained  by  the  Insured,  its 
successor  in  business  or  any  other  par- 
ty, replacing  in  whole  or  in  part  the 
insurance  afforded  by  this  bond, 
whether  or  not  such  other  insurance 
provides  coverage  for  loss  sustained 
prior  to  its  effective  date,  or 

(b)  upon  any  takeover  of  the  In- 
sured's business  by  any  State  or  Fed- 
eral official  or  agency,  or  by  any 
receiver  or  liquidator,  acting  or  ap- 
pointed for  this  purpose 

without  the  necessity  of  the  Underwriter 
giving  notice  of  such  termination.  In  the 
event  that  such  additional  period  of  time 
is  terminated,  as  provided  above,  the  Un- 
derwriter shall  refund  any  unearned  pre- 
mium. 

The  right  to  purchase  such  addition- 
al period  for  the  discovery  of  loss  may 
not  be  exercised  by  any  State  or  Feder- 
al official  or  agency,  or  by  any  receiver 
or  liquidator,  acting  or  appointed  to 
take  over  the  Insured's  business  for  the 
operation  or  for  the  liquidation  thereof 
or  for  any  other  purpose. 
(Emphasis  supplied.)    On  May  26,  19S3,  the 
day  before  USBN  closed.  Mottem  directed 
Allen  Haefele,  an  employee  of  USBN,  to 
notify    the    underwriter    of    USBN's    di- 
rectors' and  officers'  liability  policies  of 
two  potential  claims  against  USBN,  a  suit 
by  South  Trust  Bank  and  a  potential  suit 
by  American  Savings  and  Loan  Associa- 
tion.   On  May  27,  1983,  the  day  USBN  was 
closed,  Haefele  sent  a  copy  of  the  above 
letter  to  Aetna's  agent  and  notified  Aetna 
that  some  of  the  activities  mentioned  in  the 
letter  might  involve  transactions  covered 
under  the  bankers  blanket  bonds.     How- 
ever, neither  of  those  actions  is  involved  in 
the  instant  case.    This  case  centers  on  five 


loan  transactions  not  mentioned  in  the 
above  letters. 

With  regard  to  the  letter  sent  to  Aetna's 
agent,  Mottem  testified  that,  when  the  let- 
ter was  sent,  he  had  a  belief  that  losses 
would  be  sustained  due  to  dishonest  actions 
by  Butcher.  However,  he  admitted  that 
the  letter  was  sent  to  Aetna's  agent  as  a 
precautionary  measure  and  that  it  did  not 
mention  any  dishonest  acts  by  Butcher. 
Mottem  admitted  that  he  never  discovered 
any  specif  dishonest  transaction  by 
Butcher  prior  to  the  closing  of  USBN. 
Mottem  further  stated  that  his  belief  that 
losses  would  be  sustained  due  to  Butcher's 
dishonesty  was  based  on  the  general  condi- 
tion of  the  bank.  The  testimony  at  trial 
indicated  that  no  employee  of  USBN  had 
knowledge  of  any  facts  indicating  dishon- 
esty by  Butcher  prior  to  the  closing  of 
USBN. 

After  the  FDIC  was  appointed  receiver 
of  USBN,  the  FDIC  sent  a  letter  to  Aetna 
wherein  the  FDIC  acknowledged  that  the 
bonds  terminated  upon  appointment  of  a 
receiver.  The  FDIC  also  notified  Aetna 
that  it  wished  to  purchase  the  additional 
discovery  period  provided  for  in  the  bonds. 
Aetna  informed  the  FDIC  that,  under  the 
terms  of  the  bonds,  the  FDIC  was  not 
entitled  to  purchase  the  additional  dis- 
covery period.  In  accordance  with  the  poli- 
cy, Aetna  returned  the  full  amount  of  the 
premium  due. 

On  January  6,  1984,  the  FDIC  submitted 
a  proof  of  loss  to  Aetna  setting  forth  losses 
arising  from  dishonest  acts  of  Butcher,  in- 
cluding losses  on  the  five  loans  involved  in 
this  case.  The  FDIC  claimed  that  the  loss- 
es from  these  five  loans  were  sustained 
because  Butcher,  acting  as  an  employee  of 
USBN,  fraudulently  failed  to  disclose  that 
the  true  purpose  of  the  five  loans  was  to 
benefit  himself  or  organizations  in  which 
he  had  an  interest  At  the  same  time,  the 
FDIC  filed  seven  other  bond  claims  with 
Aetna  regarding  losses  suffered  at  other 
failed  Butcher  banks.  At  this  point,  Aet- 
na's attorney  requested  and  reviewed  over 
1,000,000  documents,  many  of  which  the 
FDIC  contended  were  not  relevant  to  its 
claims.     Prior  to  the  suit,  Aetna  did  not 
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attempt  to  interview  »ny  of  the  USBN  offi- 
cers or  director*  who  had  dealt  with  the 
loans.  After  its  review,  Aetna  denied  the 
claims. 

On  December  24,  1985,  the  FDIC  filed 
the  complaint  in  this  action  seeking  $3,000,- 
000,  the  maximum  coverage  under  the 
bonds.  The  amount  of  loss  suffered  by  the 
FDIC  was  claimed  to  be  $5,152,383.53.  On 
August  5,  1988,  over  Aetna's  objection,  the 
FDIC  amended  its  complaint  to  seek  com- 
pensatory and  punitive  damages.  The 
claim  for  punitive  damages  was  grounded 
on  the  claim  that  Aetna's  refusal  to  pay 
constituted  bad  faith. 

In  response  to  the  complaint,  Aetna  filed 
affirmative  defenses  and  a  counterclaim. 
The  principal  affirmative  defenses  were; 
(1)  USBN  had  made  material  misrepresen- 
tations in  the  bond  applications  rendering 
the  bond  void  ab  initio;  (2)  pursuant  to 
sections  12  and  13,  the  bonds  terminated 
immediately  upon  the  takeover  by  the 
FDIC;  (3)  USBN  failed  to  give  timely  no- 
tice of  discovery  of  Butcher's  dishonest 
acta;  (4)  Butcher  so  controlled  USBN  that 
he  was  the  "alter  ego"  of  USBN  so  that 
any  act  by  Butcher  was  an  act  of  USBN 
and  not  the  act  of  an  employee;  (5)  Aetna's 
agent,  owned  and  controlled  by  Butcher, 
knew  about  the  condition  of  USBN  when  it 
procured  the  bonds  and  acted  in  collusion 
with  USBN  in  obuining  coverage  (the  "ad- 
verse agency"  theory)  Aetna  also  raised 
defenses  of  gross  negligence,  estoppel  and 
unclean  hands  on  the  part  of  the  FDIC. 
Aetna's  counterclaim  alleged  that  the  FDIC 
had  ignored  numerous  reports  of  abuses  in 
the  Butcher  banking  system. 

Prior  to  trial,  the  FDIC  presented  vari- 
ous motions  to  strike  Aetna's  affumative 
defenses  and  counterclaim.  In  a  series  of 
orders,  the  trial  court  ordered  the  counter- 
claim stricken  and  also  ordered  the  affunna- 
tive  defenses,  except  for  those  based  on 
sections  12  and  13,  stricken. 

On  March  8, 1989,  FDIC  filed  a  motion  in 
limine  to  exclude  any  evidence  relating  v> 
section  13  of  the  bonds.  Aetna  opposed 
this  motion  by  offering  excerpts  of  the 
deposition  of  Frank  Skillem,  general  coun- 
sel of  FDIC,  who  testified  that  the  FD'C 


had  approved  the  form  of  section  13  prior 
U)  its  inclusion  in  Form  24,  the  form  which 
the  primary  bond  had  followed.  During 
trial,  the  court  granted  the  FDIC's  motion. 
Further,  the  court  ruled  that,  as  a  matter 
of  law,  sections  12  and  13  were  void  be- 
cause they  were  contrary  to  public  policy. 
In  its  charge  to  the  jury,  the  court  instruct- 
ed that  discovery  and  notice  were  timely  as 
a  matter  of  law  and  were  not  issues  in  the 
case. 

At  the  close  of  the  FDIC's  proofs,  Aetna 
moved  for  a  directed  verdict.  The  trial 
court  denied  the  motion.  Aetna  did  not 
offer  any  proofs.  The  jury  awarded  the 
FDIC  $3,000,000  on  the  bonds  plus  prejudg- 
ment interest  and  found  that  Aetna  had 
acted  in  bad  faith.  After  hearing  proof  of 
Aetna's  net  worth,  the  jury  awarded  the 
FDIC  $3,500,000  in  punitive  damages.  Aet- 
na now  appeals  the  judgment  and  the 
Court  reverses. 

II 
Analysis 

(1)  The  dispositive  issue  before  the 
Court  is  whether  the  trial  court  erred  in 
ruling  that  sections  12  and  13  are  void  as 
contrary  to  public  policy.  The  trial  court 
made  this  ruling  in  response  to  FDIC's 
motion  in  limine  to  exclude  evidence  with 
regard  to  sections  12  and  13.  In  this  case, 
the  district  court  interpreted  the  bonds  and 
ruled  as  a  matter  of  law  that  sections  12 
and  13  were  void.  When  the  district  court 
construes  a  contract,  such  interpretation  is 
a  question  of  law  and  reviewable  de  novo 
by  the  appellate  court  Messer  v.  Paul 
Revere  Life  Ins.  Co.,  884  F.2d  939  (6th 
Cir.1989);  Davis  v.  Sears,  Roebuck  and 
Co.,  873  F.2d  888,  893  (6th  Cir.1989); 
Weimer  v.  Kurz-Kasch,  Inc.,  773  F.2d  669, 
671  (6th  Cir.1985);  Policy  v.  Powell 
Pressed  SUel  Co..  770  F.2d  609,  612  (6th 
Cir.1985),  cert  denied,  475  U.S.  1017,  106 
S.Ct  1202,  89  L-Ed.2d  315  (1986). 

Aetna  argues  that  the  legal  precedents 
have  not  established  any  public  policy 
against  the  provisions  of  sections  12  and 
13.  Section  12  provides  that  the  bonds 
terminate  upon  the  takeover  of  the  insured 
by  the  FDIC  and  section  13  does  not  allow 


the  FDIC  to  purchase  additional  discovery 
time.  The  district  court  reached  the  oppo- 
site conclusion  and  held  that  sections  12 
and  13  were  contrary  to  public  policy  be- 
cause they  "preclude  the  FDIC  from  dis- 
charging its  responsibility  in  connection 
with  marshalling  the  assets  of  the  failed 
bank."  The  Court  reasoned  that  to  give 
effect  to  sections  12  and  13  would  be  to 
sanction  "the  bargaining  away  of  FDIC's 
statutory  function  upon  being  appointed  as 
receiver." 

In  determining  whether  sections  12  and 
13  are  contrary  to  public  policy,  this  Qowri 
relies  on  well-settled  principles.  In  Mus- 
chany  v.  United  States,  324  U.S.  49,  66,  65 
set  442,  451,  89  LEd.  744  (1945),  the 
Supreme  Court  stated: 

Public  policy  is  to  be  ascertained  by 
reference  to  the  laws  and  legal  prece- 
dents and  not  from  general  considera- 
tions of  supposed  public  interests.  Vidal 
V.  Philadelphia,  2  How.  127,  197-98  [11 
LEd.  205].  As  the  term  "public  policy" 
is  vague,  there  must  be  found  definite 
indications  in  the  law  of  the  sovereignty 
to  justify  the  invalidation  of  a  contract  as 
contrary  to  that  policy.  Twin  City  Pipe 
Line  Co.  v.  Harding  Glass  Co..  283  U.S. 
353  [51  S.Ct  476,  75  LEd.  1112];  Frost 
i  Co.  V.  Coeur  D'Aleru  Mines  Corp., 
312  U.S.  38  [61  S.Ct  414,  85  LEd.  500]- 
It  is  a  matter  of  public  importance  that 
good  faith  contracts  of  the  United  States 
should  not  be  lightly  invalidated.  Only 
dominant  public  policy  would  justify  such 
action. 
The  Fourth  Circuit  more  recently  stated: 
Were  courts  free  to  refuse  to  enforce 
contracts  as  written  on  the  basis  of  their 
own  conceptions  of  the  public  good,  the 
parties  to  contracts  would  be  left  to 
guess  at  the  content  of  their  bargains, 
and  the  stability  of  commercial  relations 
would  be  jeopardized. 

The  power  to  refuse  to  enforce  con- 
tracts on  the  ground  of  public  policy  is 
therefore  limited  to  occasions  where  the 
contract  would  violate  "some  explicit 
public  policy"  that  is  "well  defined  and 
dominant  and  [whkh]  is  to  be  ascer- 
tained 'by  reference  to  the  laws  and  legal 
precedents  and  not  from  general  consid- 
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cntions  of  lupposed  publk  interests.' " 
United  Paperworkert  International 
Vnion  v.  Uiteo,  Inc.,  tM  U.S.  29.  108 
S.Ct  364,  373,  98  LEA  2d  286  (1987) 
(quoting  W.R.  Grace  i  Co.  v.  Rubber 
Workert,  461  U.S.  767,  766,  103  S.Ct. 
2177,  2183,  76  L.Ed.2d  298  (1983));  see 
also  Smithy  Bmedon  Co.  v.  Hadid,  825 
FM  787,  790  (4th  Cir.1987).  "[TThe 
tuoal  and  most  important  function  of 
courts  of  justice  is  rather  to  maintain  and 
enforce  contracts,  than  to  enable  parties 
thereto  to  escape  from  their  obligations 
on  the  pretext  of  public  policy,  unless  it 
clearly  appears  that  they  contravene  pub- 
lic right  or  the  general  welfare."  Smi- 
thy V.  Braedon,  825  F.2d  at  791  (quoting 
Baltimore  £  Ohio  Southwestern  Rail- 
Kwy  Co.  V.  VoigU  176  U.S.  498,  505,  20 
S.a  385.  387,  44  LEd.  560  (1900)). 
St  Paul  Mercury  Int.  Co.  v.  Duke  Univer- 
tity,  849  F.2d  133,  135  (4th  Cir.1988).  The 
court  went  on  to  state  that  questions  of 
pubUc  policy  are  to  be  determined  in  the 
first  instance  by  the  legislature.    Id 

12   U.S.C.    i  1828(e)   provides    that  the 
FDIC  may  require  an  insured  bank  to  pur- 
chase  fidelity   bond  coverage.     However, 
there  was  no  evidence  presented  that  indi- 
cated that  the  FDIC  has  chosen  to  exercise 
that  authorit)-.    In  1989,  Oingress  amend- 
ed 12  U.S.C.  5  1821  in  a  manner  which 
appears  to  indirectly  support  the  validity  of 
sections       12      and      13.        12      U.S.C. 
{  1821(eK12KA)  sUtes: 
The  conser\ator  or  receiver  may  enforce 
any  contract,  ofAer  than  a  director'/  or 
officer's  liability  insurance  contract  or 
a  depository  institution  bond,  entered 
into  by  the  depository  institution  notwith- 
standing any  provision  of  the  contract 
providing  for  termination,  default,  accel- 
eration, or  exercise  of  rights  upon,  or 
solely  by  reason  of,  insolvency  or  the 
appointment  of  a  conservator  or  receiver. 
(emphasis  supplied.)    These  statutes  do  not 
provide  the  basis  for  a  "dominant  pubUc 
policy"  which   would  justify  voiding  sec- 
tions 12  and  13. 

It  would  appear  from  }  1828  and  the  lack 
of  action  on  the  part  of  the  FDIC  that  the 
existence  of  fidelity  insurance  or  its  contin- 
uance after  seizure  of  a  bank  by  the  FDIC 
has    not    been    a    major   concern    of   the 


government  It  is  clear  from  {  1828  that 
Congress  is  aware  of  fidelity  insurance  and 
could,  if  it  so  desired,  require  its  procure- 
ment and  could  set  terms  which  wouM 
avoid  the  problem  presented  by  sections  12 
and  IS.  (ingress  chose  to  specifically  ex- 
clude fidelity  insurance  from  the  prohibi- 
tion contained  in  the  new  section 
1821(eXl2KA).  This  choice  is  significant  in 
light  of  Sharp  v.  FSUC.  858  F.2d  1042 
(5th  Cir.1988). 

In  Sharp,  the  Fifth  Circuit  found  no  pub- 
lic policy  against  a  termination  proviswn 
identical  to  section  12  in  the  instant  case. 
That  court  noted  that  the  FSLIC  was  au- 
thorized by  statute  to  require  bond  cover 
age  in  any  form  the  FSUC^  designated.  Id 
at  1048.  The  Court  further  noted  that  '1i\n 
the  case  of  a  receivership  or  a  takeover,  the 
officials  who  purchased  the  bond  to  insure 
their  own  honesty  are  no  longer  in  control 
of  the  institution.  Takeover  or  receiver- 
ship would  substantially  alter  the  character 
of  the  risk  covered  by  the  policy."  Id  at 
1045-46.  Finally,  the  Ourt  stated  that  the 
"sole  effect  of  our  decision  is  to  require  the 

FSLIC to  do  their  homework  prior  to 

institution  of  a  conservatorship."  Id  at 
1048.  See  FSUC  v.  Transamerica  Ins., 
705  F.Supp.  1328  (N.D.I11.1989).  The  FDIC 
also  has  statutory  authority  to  require 
bond  coverage  and  could  require  that  such 
bond  continue  upon  appointment  of  FDIC 
as  receiver.  To  rule  otherwise  would  be  to 
force  Aetna  to  take  on  a  risk  for  which  it 
did  not  bargain  Insurance  policies  which 
have  sections  limiting  coverage  are  not  con- 
trary to  public  policy  where  such  policies 
are  not  required  by  statute  and  where  the 
form  of  coverage  has  not  been  mandated. 
Continental  Cas.  Co.  v.  Allen,  710  F.Supp. 
1088,  1099  (N.D.Tex.l989). 

In  light  of  the  above,  the  FDIC's  conten- 
tion that  existing  laws  justify  the  invalida- 
tion of  sections  12  and  13  must  fail.  The 
dominant  public  policy  exposed  by  this  re- 
view is  that  the  parties'  freedom  of  con- 
tract roust  not  be  disturbed.  In  response, 
the  FDIC  would  argue  that  the  parties 
have  unequal  bargaining  powers  because 
Tennessee  law  requires  the  purchase  of 
these  bonds.  See  Tenn  (3ode  Ann. 
$  45-2-403  (1989).  However,  there  is  noth- 
ing in  the  statute  which  would  have  pre- 


vented USBN  from  bargaining  away  sec- 
tions 12  and  13  in  return  for  a  different 
premium  amount 

The  only  cases  cited  by  FDIC  sufficiently 
dose  to  the  facts  of  this  case  to  support  the 
FDIC's  public  policy  contentions  are  FSUC 
V.  Aetna  Cos.  *  Sur.  Co.,  701  F  Supp.  1357 
(E.D.Tenn.l988)  and  FSUC  v.  Oldenburg. 
671  FSupp.  720  (D.Utah  1987).  Both  of 
these  Courts  reason  that,  since  such  exdu- 
sk>ns  hamper  the  FSLIC  in  carrying  out  its 
duty  as  receiver,  such  exclusions  are  con- 
trary to  public  policy.  701  F.Supp.  at  1363; 
671  F.Supp.  at  723-24.  This  Court  finds 
such  reasoning  to  be  contrary  to  the  stan- 
dard set  forth  by  the  Supreme  0)urt  in 
Muschany,  supra. 

Accordingly,  in  the  absence  of  any  clear 
manifestation  of  a  public  policy  against  sec- 
tions 12  and  13.  the  (3ourt  holds  that  these 
clauses  are  valid  and  enforceable. 

(21  The  FDIC  argues  that  the  applica- 
tion of  sections  12  and  13  is  irrelevant 
because  the  evidence  demonstrated  as  a 
matter  of  law  that  USBN  discovered 
Butcher's  dishonest  acts  and  notified  Aetna 
before  the  bond  would  have  terminated  un- 
der section  12.  This  argument  is  based  on 
the  letter  sent  to  Aetna  on  May  27.  1983 
notifying  it  of  potential  liability.  The 
&)urt  finds  this  argument  to  be  without 
merit. 

Section  4  of  the  policy  states  that  dis- 
covery of  a  loss  occurs  when  "the  insured 
becomes  aware  of  facts  that  would  cause  a 
reasonable  person  to  assume  that  a  loss 
covered  by  the  bond  has  been  or  will  be 
incurred  ..."  (emphasis  supplied.)  In  in- 
terpreting similar  clauses,  the  courts  have 
held  that  discovery  of  loss  does  not  occur 
until  the  insured  discovers  facts  showing 
that  dishonest  acts  occurred  and  appreci- 
ates the  significance  of  those  facts;  suspi- 
cion of  loss  is  not  enough.  See,  e.g..  Unit- 
ed States  Fidelity  £  Guar.  Co.  v.  Empire 
State  Bank,  448  F.2d  360,  364-66  (8th  Cir. 
1971);  FDIC  V.  Reliance  Ins.  Corp.,  716 
F.Supp.  1001,  1002  (E.D.Ky.l989).  Mottem 
admitted  that,  on  the  date  the  letter  was 
sent,  he  had  a  suspicion  that  USBN  would 
incur  losses  due  to  dishonest  acts  by  Butch- 
er. However,  Mottem  stated  that  such 
suspicions  grew  from  the  general  condition 
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of  USBN  and  not  from  knowledge  of  any 
facts  which  indicated  Butcher  had  commit- 
ted any  dishonest  acts.  The  FDIC  was 
unable  to  provide  any  witness  who  could 
testify  to  having  knowledge,  prior  to  the 
closing  of  USBN.  of  any  dishonest  acts  by 
Butcher.  Finally,  the  Court  notes  that  the 
May  27  letter  referred  to  a  lawsuit  and  a 
potential  lawsuit  which  did  not  involve  any 
of  the  losses  at  issue  in  the  instant  case. 
Accordingly,  the  Court  finds  that  the 
losses  about  which  the  FDIC  complains 
were  not  discovered  prior  to  the  termi- 
nation of  the  bonds.  Since  the  bonds  are 
valid  and  discovery  was  not  timely,  the 
judgment  of  the  district  court  must  be  re- 
versed. 

(3)  This  Court  further  finds  that  the 
trial  court  abused  its  discretion  in  finding 
bad  faith  and  allowing  the  imposition  of 
punitive  damages.  The  district  court  ruled 
that  federal  common  law  should  govern  the 
imposition  of  punitive  damages.  In  a  case 
where  FSLIC  was  setting  forth  a  claim  for 
unlimited  punitive  damages,  a  recent  feder- 
al trial  court  found  that  there  was  "abso- 
lutely no  persuasive  authority  for  the  prop- 
osition that  the  federal  courts  should  create 
their  own  law  of  punitive  damages  for 
cases  in  which  FSLIC  becomes  involved." 
FSLIC  V.  Transamerica  Ins.,  661  F.Supp. 
246,  251  (C.D.Cal.l987).  This  Court  finds 
that  none  of  the  cases  cited  by  the  trial 
court  or  the  FDIC  support  the  use  of  feder- 
al common  law  in  this  case.  Therefore,  the 
Court  will  look  to  Tennessee  law  with  re- 
gard to  punitive  damages. 

The  Supreme  Court  of  Tennessee  has 
sUted: 

It  is  a  general  rule  in  Tennessee  that 
punitive  damages  are  only  allowable  in 
cases  involving  torts  where  the  action 
involves    fraud,    malice,    oppression,    or 
gross  negligence.     These  damages  are 
not  generally  allowed  in  cases  founded 
on  a  breach  of  contract 
Bland  v.  Smith,  197  Tenn.  683,  277  S.W.2d 
377,  379  (1955).    The  only  bad  faith  alleged 
in  the  instant  case  was  the  investigatory 
tactics  of  Aetna.   The  decisions  on  the  part 
of  Aetna  with  regard  to  how  to  conduct  its 
investigation  of  the  FDIC's  claim  were  nor- 
mal and  commonly  accepted  strategical  pre- 


trial discovery  decisions.  Further,  Aetna 
was  pressing  a  legitimate  contractual  de- 
fense to  FDIC's  claim.  Such  a  defense  can 
certainly  not  be  a  basis  for  a  bad  faith 
claim.  The  FDIC  argues  that  Aetna  did 
not  provide  any  evidence  to  defeat  the 
FDIC's  claim  of  bad  faith.  The  Court  finds 
this  argument  to  be  without  merit  because 
Aetna  was  precluded  from  presenting  its 
proofs  by  the  trial  court's  many  exclusion- 
ary rulings. 

Ill 

Concl-usion 
The  trial  court  erred  in  holding  that  sec- 
tions 12  and  13  were  void  as  contrary  to 
public  policy  and  erred  in  holding  that  dis- 
covery and  notice  were  timely  as  a  matter 
of  law.  The  trial  court  also  abused  its 
discretion  in  allowing  the  award  of  punitive 
damages.  This  Court  reverses  the  judg- 
ment of  the  trial  court  and  remands  for 
entry  of  an  order  dismissing  plaintiffs 
complaint 
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The  American  Bankers  Association  ("ABA")  appreciates  the  opportunity  to  provide 
its  views  on  the  important  issue  of  regulatory  exclusions  in  director  and  officer  ("D  & 
O")  insurance  policies.   The  ABA  is  the  national  trade  and  professional  organization  for 
America's  commercial  banks.   The  members  of  the  ABA  range  in  size  from  the  smallest  to 
the  largest  banks,  with  85  percent  of  our  members  having  assets  of  less  than  $100 
miUion.   Assets  of  our  members  comprise  over  90  percent  of  the  total  assets  of  the 
commercial  banking  industry. 

The  existence  of  a  regulatory  exclusion  provision  in  bank  D  &  O  liability  policies 
means  that  the  underwriting  insurance  company  will  not  be  responsible  for  the  liabilities 
of  covered  bank  directors  and  officers  in  lawsuits  and  administrative  actions  brought 
against  these  individuals  by  bank  regulators.   While  the  ABA  understands  that  these 
provisions  raise  a  number  of  issues  to  the  Committee,  we  are  concerned  that  statutorily 
prohibiting  such  exclusions  could  seriously  impact  the  ability  of  banks  to  attract  and 
retain  competent  directors,  to  the  long-term  detriment  of  the  banking  industry. 
Moreover,  since  the  elimination  of  the  exclusion  would  result  in  decreased  availability  of 
D  &  O  insurance,  bank  directors  who  could  not  obtain  insurance  coverage  would  be  less 
willing  to  place  themselves  at  risk  by  approving  anything  other  than  the  safest,  "plain 
vanilla"  loans.   As  a  result,  credit  to  small  businesses,  which  inherently  involve  greater 
risk,  would  almost  certainly  be  reduced,  negatively  affecting  local  economies. 
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Impact  on  Risk  Management 

Our  nation's  banks  are  in  the  business  of  prudently  managing  risks,  with 
communities,  shareholders  and  others  benefitting  from  sound  management  practices. 
However,  lending  is  an  inherendy  risky  activity  which  poses  unique  challenges  to  bank 
leadership.   Sound  loan  policies  and  procedures  must  be  in  place,  with  the  lender  carefully 
scrutinizing  each  loan  application  in  the  context  of  a  bank's  overall  loan  portfolio  and  the 
constantiy  changing  economic  and  regulatory  climate.   This  risk  management  simply 
cannot  be  successfially  conducted  \vi±out  highly  competent  directon  and  executive 
officers,  as  bank  regulators  recognize. 

However,  because  of  the  dramatic  increase  in  the  number  of  lawsuits  by  both 
shareholders  and  federal  regulators  against  bank  directors  and  officers  during  the  past 
decade,  many  qualified  individuals  have  declined  invitations  to  join  bank  boards.    In 
addition,  by  legislative  and  regulatory  actions  in  the  past  six  years.  Congress  and  Federal 
banking  regulators  have  significantiy  increased  the  liability  that  direaors  may  face  when 
accused  of  negligent  activity. 

While  appropriate  in  some  instances,  these  increased  sanctions,  coupled  with  many 
press  accounts  describing  extreme  zealousness  on  the  part  of  bank  regulators  in  pursuing 
claims  against  directors,  have  had  a  chilling  effect  on  the  willingness  of  honest  and 
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competent  individuals  to  join  bank  boards.   Once  a  highly  coveted  appointment,  the  job 
of  bank  director  is  increasingly  viewed  as  an  undesirable  risk.   Such  circumstances  have 
made  it  difficult  for  the  nation's  banks  to  attract  and  retain  qualified  direaors  and 
officers.  This  fear  of  serving  on  bank  boards  deprives  the  banking  industry  of  capable 
individuals  able  to  both  identify  local  community  needs  and  provide  sound  advice  and 
business  judgment  on  bank  direction  and  internal  operations. 

The  ABA  remains  very  concerned  that  legislative  efforts  to  remove  the  regulatory 
exclusion  from  D  &  O  insurance  policies  will  greatly  exacerbate  this  flight  of  competent 
direaors  from  industry  leadership,  to  the  detriment  of  the  institution,  the  community,  the 
bank  insurance  fund,  and,  ultimately,  the  taxpayer.   As  a  practical  matter,  D  &  O 
insurance  has  helped  banks  to  attraa  direaors  and  officers  in  today's  volatile  and 
competitive  environment.   Moreover,  the  existence  of  a  regulatory  exclusion  provision  is  a 
major  reason  why  such  policies  remain  widely  available  at  reasonable  prices.   If  insurers 
arc  prevented  by  law  from  using  the  regulatory  exclusion,  the  availability  of  D  &  O 
insurance  will  be  substantially  curtailed  and  the  costs  will  escalate.  Those  companies 
which  will  continue  to  underwrite  the  risk  of  D  &  O  liability  (and  some  will  not)  will  face 
significantly  greater  risk  and  will  be  forced  to  market  much  more  expensive  insurance 
products  with  higher  deductibles. 

It  is  important  for  the  Comminee  to  undersund  that  D  &  O  premiums  represent 
real  costs  to  financial  institutions  and  are  a  significant  burden  for  most  banks,  particulariy 
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small  and  mid-sized  community  banks.   The  typical  S50  million  bank  will  pay  about 
$11,550  in  annual  D  &  O  insurance  costs,  with  a  $29,000  deductible.   A  $100  million 
bank  will  pay  about  $15,000  with  a  $33,000  deductible,  and  a  $250  million  bank  will 
pay  about  $31,000  with  a  $71,500  deductible.    Eleven  thousand  or  more  dollars  is 
already  a  considerable  sum  for  a  small  community  bank  that  is  burdened  with  other 
regulatory  costs  and  is  struggling  to  survive  in  an  increasingly  difficult  business 
environment;  a  $31,000  expense  equals  the  cost  of  hiring  an  additional  employee. 
Clearly,  current  D  &  O  liability  costs  are  a  significant  burden  on  these  community 
institutions.   Further  driving  up  the  costs  by  prohibiting  the  regulatory  exclusion  firom  D 
&  O  liabiUty  policies  will  merely  increase  this  cost  burden,  particularly  for  community- 
based  institutions.   Higher  bank  costs  ultimately  lead  to  higher  costs  for  the  consumer. 

In  addition,  in  those  situations  where  D  &  O  insurance  can  no  longer  be 
obtained,  many  banks  will  find  it  nearly  impossible  to  retain  competent  directors  and 
officers.   Most  businessmen  that  a  bank  seeks  for  its  board  will  not  even  consider 
becoming  a  director  if  D  &  O  insurance  is  unavailable;  no  successful  person  will  put  his 
or  her  personal  assets  at  risk  without  at  least  the  shield  of  D  &  O  insurance.   This 
problem  will  be  particularly  severe  for  community  banks,  where  the  pool  of  qualified 
directors  is  small  to  begin  with. 

The  increased  strains  placed  on  bank  management  by  curtailing  D  &  O  insurance 
coverage  will  diminish  the  capacity  of  financial  institutions  to  manage  risk.   This 
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diminished  capacity  may  lead  to  loan  portfolio  problems  and  additional  pressures  on  bank 
\     capital  levels.   It  is  our  hope  that  the  Committee  will  closely  consider  these  potential 
negative  consequences  before  it  takes  legislative  action  on  the  regulatory  exclusion  issue. 

Other  Consequences 

Eliminating  the  regulatory  exclusion  from  D  &  O  policies  may  have  a  number  of 
other  unintended  consequences  which  the  Committee  should  closely  examine.  As  stated 
before,  in  those  cases  where  D  and  O  insurance  is  available  but  substantially  more 
expensive,  banks  (while  absorbing  some  of  the  cost)  will  unavoidably  be  forced  to  pass  a 
portion  of  the  increased  cost  along  to  their  customers,  since  market  pressures  for 
competitive  returns  and  regulatory  requirements  for  appropriate  earnings  will  demand  that 
certain  profit  margins  be  obtained.  These  costs  will  almost  certainly  have  negative  eflfects 
on  local  economies. 

For  example,  such  increased  costs  may  limit  the  amoimt  of  expansion  that  a  small 
business  borrower  can  undertake  since  the  amount  of  funds  available  for  business 
expansion  would  be  reduced.   In  some  instances,  these  increased  costs  may  make  the  loan 
too  expensive  for  the  small  business  borrower.   Moreover,  to  the  extent  that  financial 
institutions  absorb  this  increased  cost,  it  may  drive  banks  away  from  making  smaller  loans, 
since  institutions  would  be  driven  to  seek  the  higher  returns  of  larger  loans  in  order  to 
overcome  the  cost  obstacles  which  make  smaller  loans  uneconomic.      As  a  result,  less 
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credit  may  be  available  for  small  business  and  community  lending  at  a  time  when  there  is 
deep  concern  about  the  availability  of  such  credit  in  the  United  States.   Finally,  for 
institutions  which  could  no  longer  afford  D  &  O  insurance,  nothing  other  than  the  most 
risk-free  loans  would  be  made  available.   Bank  directors,  cognizant  of  the  potential 
personal  liability  to  shareholder  derivative  suits  for  loans  which  ulrimately  fail,  would 
move  the  insdtution  away  from  taking  risks.   For  Congress  to  take  actions  that  virtually 
ensure  more  conservative  lending  policies  would  be  most  unfortunate  in  today's  economic 
environment. 

Conclusion 

As  the  trade  association  representing  insdtudons  directly  affeaed  by  any  changes 
to  the  regulatory  exclusion  provision,  we  believe  it  is  important  that  Congress  understand 
the  potential  unintended  negative  consequences  for  bank  management  that  would  occur 
should  the  exclusion  be  statutorily  prohibited.  We  hope  these  comments  have  been 
helpful  to  the  Committee. 

The  American  Bankers  Association  appreciates  the  opportunity  to  have  its  views 
considered  on  this  important  subject. 
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CLAIMS 

318  of  tha  1,342  putidpanU 
reported  on  a  total  of  673  claim* 
over  tha  nine  year  period  1983 
throufh  1991.  Of  theae,  about  65% 
were  doaed  aa  of  the  date  the  aurvey 
form  waa  completed. 

CIsim  Frequency 
cid  Severity 

l^e  Incidence  of  claims  againct 
director*  and  officer*  of  the  (urvey 
participant*  are  examined  in  two 
waya.  The  fir«t  i*  the  percentage  of 
participant*  that  reported  one  or 
more  claima.  We  have  called  thi* 
figure  claim  auaceptibility.  The 
aecond  etatiatie  ia  the  average 
number  of  claim*  per  participant, 
the  claim  frequency.  Both  valuea 
are  reported  for  the  entin  9-year 
experience  period. 

Thia  year*  ■  urvey  repreaenta  a 
continuation  in  the  collection  of 
claim*  Information  over  the  paat  17 
yeara.  T^  year-to-year  change  In 
claim  frequency  can  be  meaaured  In 
eeveral  different  waya,  with  varying 
reaulta.  The  method  we  have 
aelected  for  thia  report  oocoparea 
frequency  by  aaaet  group  in  the  1992 
aurvey  with  that  of  prior  aurveya, 
adjuating  when  poaaibl*  for  the 
ehangea  in  the  preeia*  mix  of 
corporationa  raapondlng.  We 
eoodude  from  thia  analyaia  that  (a) 
the  email er  and  medium  oompanla* 
have  definitely  bean  eiqiarieneing  a 
leveling  out  of  DAO  daJm  frequency 
and  (b)  Urge  oompanlea'  frequency 
of  D&O  claima  haa  now  been 
confirmed  aa  leveling  off. 


TABLE  26  -  Claim  SutcepHbOty  and  Frequency  by  Awet  Size 
Company  Size  S»i»c«ptiblllty  Fre<iuency 


Under  SlOO  Million 

6% 

.06 

$100  -  $400  MiUion 

12% 

.18 

$400  Million  •  $1  Billion 

24% 

.88 

$1  -  $2  BilUon 

28% 

.69 

$2  -  $5  Billion 

34% 

.74 

$5  -  SIO  Billion 

65% 

1J3 

Over  $10  Billion 

66% 

1.61 

All  A**et  Stre  Group* 

24% 

aso 

TABLE  27  -  HUtortcal  Oalm  Frequency  by  A**et  SUe 

Survey  Year 
Company  Size  1984     1986     1988     1990     1991     1992 

Aa«U  Under  $100  Million        .134       .129      .116      .117      .107      .077 

Aaaet*  Between 

$100MIllianandSlBimoQ        .220       .412      .333      .334      .266      .261 


Aaaet*  Over  $1  BillicD 


.671       .746       .878       1.20       1.20      .968 
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BacauMof  th«  chanfinf  mix  in 
our  •■mpU  of  r«*pon<l«nta,  w« 
uaually  refrain  from  any  atronf 
coQclualoaa  regardtnf  claim 
fraqueocy  trenda  unleaa  w«  hava 
both  multiple  yeara  and  almllar 
trenda  In  auaceptibility.  "nUa  yeai'a 
reaulta  tuggeat  the  actual  frequency 
dacreaaa  aeen  ia  due  to  the  mix  of 
corporationa  reapondlng  and  that 
the  *no  change*  eoncluaion 
auggeited  by  tlfe  auaceptibility 
number*  ia  moat  Ukely. 

There  continuea  to  be  a  atrong 
correlation  between  aaaet  aize  and 
the  incidence  of  D&O  claima.  Data 
from  the  partidpanta  indicatea  that 
larger  firma  are  more  auaceptible  to 
D&O  claima  and  are  more  prone  to 
multiple  claima. 

T^e  (urvey  indicatea  that  large 
banka  have  the  greateat  activity  of 
D&O  claima  among  the  principal 
buaineaa  groupa  oonaidered  in  thia 
report  Thia  ia  cooaiatent  with  our 
paatatudiea.  In  oontraat,  the  middle 
market  banking  group  had  the 
loweat  claim  frequency,  with  well 
leaa  than  one-tenth  the  number  of 
claima  per  bank  aa  ita  large  banking 
counterpart.  Finally,  it  ia  worth 
noting  that  cotnpared  to  previoua 
yeara,  banka  exhibited  a  decreaae  in 
claim  frequency,  while  nonbanking 
corporationa  overaU  may  have  aeen 
a  alight  Increaae  in  the  number  of 
DtcO  claima  in  1992. 


Rgur*  19  •  Fr*qu«ncy  Tr«nd*  by  As<«t  Slz* 


TABLE  28  •  Claim  Fr*qu*ncy  and  Su»c«pflbimy  by  Bu«ln«M  Typ« 

Frequency      Suaceptfbllity 


Petroleum,  Mining  &  Agricultural 
Electroniea  &  Computer* 
Durable  Gooda  Manufacturing 
Non-Durable  Gooda  Manufactxiring 
-TVanaportation  &  Commiinicationa 
UtmUaa 
Merchandiaing 
Large  Ranking 
Non-Bank  Financial  Servicea 
Real  Eatate  &  Conatruction 
Peraonal  &  Buaineaa  Servicea 
Middle  Market  Banking 

Afl  Principal  Biulnettt* 


.42 

25% 

.60 

30% 

.39 

21% 

.38 

21% 

.70 

25% 

.63 

31% 

.33 

15% 

1.10 

42% 

.59 

24% 

.47 

17% 

.52 

23% 

.06 

6% 

M 

ai% 
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Flrmt  with  last  than  500 
■hareholdera  had  Ytry  low  claim 
frequency,  lb*  f«w  companiea  not 
publicly  traded,  but  with  more  than 
500  (hareholdara  showed  about  the 
•anve  relative  claim  activity  aa  thoae 
companiea  publidy-tTaded. 

About  two-thlrdi  of  the 
oryanlrationa  in  thi*  yean  aurvey 
were  involved  in  aome  type  of 
merger,  acquiaition  or  diveatiture 
activity  during  the  paat  five  yeara. 
The  preaence  of  auch  corporate 
reorganizationa  ia  atroocly  iligaad 
with  higher  claim  auaceptibility  and 
frequency.  On  average,  two  claima 
wore  reported  for  every  three 
companiea  involved  with  a  merger, 
acquisition  or  divestiture. 

Any  aign  of  financial  weaknesa 
can  lead  to  a  D&O  claim  and  in  the 
recent  paat  this  haa  been  especially 
true.  In  our  aurvey,  we  found  that 
about  one-third  of  the  companies 
with  an  after-tiuc  loss  during  any  of 
the  past  five  years  reported  one  or 
more  claima.  The  claim  frequency 
for  such  companiea  was  .69  versus 
.50  for  all  participants. 


TABLE  29  -  SutccptlbOIty  and  Fr*qu«ncy  Trends 
by  Company  Owncnhip 


Susceptibility  Frequency 

1902     1991     1989     1992     1991     1989 


Less  than  500 

Shareholders 

13% 

12% 

12% 

.25 

.23 

.21 

More  than  500 

Shareholders 

31% 

33% 

30% 

.68 

.86 

.65 

All  Ownership  Classes 

24% 

24% 

22% 

.60 

.68 

A7 

TABLE  30  -  Sujcepflbinty  and  Ff»qu«ncy  Tr»ndt  for  Parttcipant* 
wHh  M«rg»r,  AcqulfHlon  or  Ofy«f»Hur«  Activity 


Activity 


Susceptibility  Frequency 

1992     1991      1989     1992     1991     1989 


Yes 

No 

All  Participants 

29% 
13% 

24% 

29% 
20% 

24% 

28% 
13% 

22% 

.64 
J23 

M 

.75 
.23 

.68 

.60 
-47 

TABLE  31  -  Sutceptlbdlty  and  Frequency  Tf«ndt  for  Participant* 
Exp«rl»nclng  an  Attar-Tax  Los* 


Activity 


Susceptibility  Frequency 

1992     1991     1989     1992     1991     1989 


Ya« 

32% 

31% 

.69 

£1 

J51 

No 

19% 

20% 

20% 

.41 

47 

.41 

All  Participants 

24% 

24% 

22% 

JM 

.68 

.47 
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C:(:im  atofui 

Table  32  ahowt  tha  atatua  of 
reported  daiuu  ae  of  Late  Summer, 
1992.  Juat  leaa  than  ona-fourth  of 
the  cloaed  daima  are  diapoaed  of  by 
litigation. 

CIrimant*  and  lstuo» 

Similar  to  prior  aurveya,  tha 
largeat  percentage  of  the  reported 
daima  are  brou^tby  ahareholdera. 
Shareholdera  were  the  aouroe  of  62 
percent  of  the  daima.    Ibe  moat 
frequent  ahareholdcr  daim  iaauaa 
involved    takeovara,    mergera, 
aoquiaitiona  and  diveatiturea.  lUa 
ia  conaistent  with  tha  four  prior 
aurveya.     Employeea  repreaentad 
about  20%  of  the  total  daima.  Tha 
pie  chart  in  Figure  20    ahowa  tha 
percentagea  for  other  major  daim 
(Toupa.  For  moat  buaineaa  daaaaa, 
ahareholdera    wera    tha    moat 
prevalent  aa\iroa  of  daima  ranging 
from  37%  to  67%  of  all  daima  for  a 
given     induatry,     with     thraa 
exceptiona.    First,  for  real  estata 
and    eonatruetion    companiea, 
eompetitoi/auppller  daima   and 
ahareholder  «•<«»'"«  war*  equally 
likely  (37%  each).     Nert.  for 
Ti«r»K«nHrig  it»i«Twi«l  oompajiiaa  wa 
noted  that  32%  of  tha  eUima  aroaa 
from  amptoyva  taauaa  compared  t« 
29%  cuatomar  daimaaad^Sk. 
ahareholdar  Haima.     Flaally,  for 
banking,  w«  found  tftat  41%  of  ^ 
claima    war*    frooi   cttatomara 
eomparad  to  39%  ahMtvhoUan  and 
13%ampIoyMa.   PutidpHaU  alae 
indicated  that  39%  of  tha  eUima 
were  filed  aa  cUaa 


TABLE  32  •  OUpotltlon  of  O&O  Oalmt 


Statu* 

Percent 
of  Total 

Percent  of 
Cloaed  Claima 

Cloaed  Claima 

QoaedbyUtigaUon 
Cloaed  by  Settlement 
Ooeed  -  Dropped  by  ClaimanU 
Total  Cloaed 

14% 
39% 
12% 
65% 

22% 

60% 

18% 

100% 

i 

Open  Claima 
Still  Open  Awaiting  Trial 
Tried  But  Being  Appealed 
Total  Open 

32% 
3% 

35% 

FIgur*  20  -  Total  Number  of  Claim*  by  Claimant 


■  E>f«lsyM-S« 

aCMkmn«CtMi-1*« 

BCannMaon-n 

ao(w1>MPt(V-» 

Exhibt  6  •  Ctalmt  lndlcat*d  as 
Ckus  Action  Suttt 


Y«a 

No 


No.  of 

Clalnw 

2S4 
40S 

6S9 


%of 
Reportad 

39% 
61% 

100% 
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dK 


Reported 

HofAU 

CUiau 

CUlnu 

66 

10.0H 

20 

aox) 

8 

1.2% 

6 

0.8% 

20 

3.0% 

3 

0.6% 

1 

0.2% 

8 

0.5% 

4 

0.6% 

TABLE  35  •  Number  of  Oalmt  by  Sourc*  and  Allvoation 


Past,  current,  or  proapective  employee*  or  unioiu: 

Wrongful  employee  termination 

Breach  of  employment  contract  (not  termination) 

Pension,  welfare  or  other  employee  benefit  dispute 

HaraumenVhumiliation 

Diaorimination  ""  ■• 

Defamation 

Union  or  other  contract  group 

Employment  conditlonVaafety 

Other  employee  iaaues 

Customers,  clients,  ratepayers,  students  and  consumer  groups: 

EztensioivVefusal  of  credit  9  1-4% 

Debt  collection,  including  foreclosure  8  1.2% 

Lender  liabiUty  10  1-6% 

Deceptive  trade  practice*  13  2.0% 

Contract  dispute  22  3.3% 

Restraint  of  trade  2  0.3% 

Diahonesty/Traud  22  3.3% 

CosV'quality  of  produc^service  10  1.6% 

Other  eustome]:<client  issue*  8  1.2% 


Competitors,  •uppliers  and  other  contractorm; 

Anti-trust  6  0.9% 

Copyrigfat^tent  infringement  3  0.6% 

Product'company  defamation  1  0.2% 

Deceptive  trade  praetioa*  6  0.9% 

Buaineaa  intaifsraDoe  18  2.7% 

Breach  of  contract  4  O.&ih 

Other  eooipetitar  laaue*  4  0.6% 


Qifatt 


200 


R«port«l  H  of  An 

CUUna  CUlna 


Go¥«mjB«nt  And  racuUtoty  mfi%eU 


ABti-tryiMt  6  OJBnt, 

BnTironmontal  X  0.2H 

Diihoaa«tyfrmud  $  0.dH 

Tm  iMua*  2  0.3% 

Othor  (ovammontal  Itniot  4  q  q^ 

Other  third  party  cUloumt: 

Environmantal  8  O.S% 

IVo«pactiv«  aoquUIUon  of  your  oompuiy  8  1.2% 

Othar  third  party  eUlm»nt  (vmriety  of  Imum)  IX  1.7% 


Shur«holden  and  other  Investors,  indudinc  partner*  and 
members: 

Challeoce  to  takeover  Arfrnan  mea<tire  34  6.2% 
Bid  or  threat  by  another  eompaoy  to 

take  over  your  company  86  S.£% 
Bid  or  threat  by  your  company  to 

take  over  inirther  company  8  0.6% 

Mer^e^tcqmeitioQ  -  your  company  the  survivor  28  4.8% 

Merjecr'acquiaition  •  arvrther  company  the  survivor  7              -  Ll% 

Drreatlture  or  spin-off  17  2.8% 

RecapitallzaUon  2  0.3% 

Prozyconsent  aoUeitatiaa  4  0.9% 

Fraudulent  conveyanos  1  0.2% 

Financial  p«iformano«1>ankrupt«y  18  2.7% 

Golden  paradiuta%'szeeutiTs  eompenaation  6  0.9H 

Stock  or  other  public  offerinc  23  3.6% 

RepurcfaftsserfaidtorqMirTihaaesecuritiea  11  L7% 

DiTidsnd  dadsrstion  or  ehanfs  9  1.4% 

Breach  at  duty  to  minority  shareholders  8  L2% 

Cooflietofintarsat  6  0»k 

Uee  of  inside  Informatlaa  8  0.£% 

In*«stxnent  or  loan  dadsioa  9  1.4% 

CoDtract  dispute  8  0.£% 

Inadaquat^^naoeurate  disdosure  66  10.0% 

DishfsVnstyfraud  16  2.3% 

Financial  reportinf  10  1.6% 

Geoeral  Groes  neflicenoeiTiduciary  duty  12  1-8% 

Other  shareholdar  Isauea  12  1.8% 
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Only  6  parcant  of  th« 
participaiita  not  purchannf  DAO 
eoverafe  raporlad  that  it  waa 
una vailabia  to  tham.  No  ti(iuficant 
relationahipa  ware  found  between 
availability  and  aaaet  aixa.  Thara 
waa  alao  no  obvioua  relatlonahip 
between  availability  and  Induatry 
aa  even  troubled*  banka  and  hi- 
tech  companiea  fenerally  found 
coverage  available  ('for  a  price"). 
StiiS,  caution  muat  be  ezerciaed  in 
drawing  ooncluaiona  from  theae  data 
due  to  the  amall  lize  of  the  principal 
buiineaa  typea  with  reap*ct  to 
inniranoa  unavailability. 

To  eonatnjct  Table  2  below,  we 
identified  the  moat  'aerioua*  or  main 
reaaon  for  not  purchaaing  D&O 
liability  inauranca  for  each 
nonpurchaaar  and  then  grouped 
theaa  main  reaaona  into  thxaa 
eatcgoriea.  On  an  overall  baaia, 
nonpurchaaara  were  naarly  evenly 
aplit  (with  an  edge  towarda  not 
parceivably  the  nMd  for  ooveraga 
varaua  coat  too  high)  betwaan  not 
wanting  eoveraga,  thinking  the 
eoverage  eoat  mora  than  it  waa 
worth,  and  finding  themaelvea 
unable  to  obtain  the  level  of  coverage 
they  deair^L  With  reapect  to 
principal  buainaaa,  large  aod  middle 
maricet  banking  oorporationa  had 
the  moat  difHeulty  obtaining  tha 
coverage  they  daairad,  whlU 
paraoaal  and  bualnaaa  aarricaa 
eompanlea  were  moat  Ukaly  to  dta 
tha  high  eoat  of  D&O  cerarage  •• 
their  mala  raaaon  for  not 
purchaaing. 


TABLE  2  •  Main  R*aaont  for  Not  Putchcalno  D&O  ln*uranc«  by  Bush*s»  Typ« 


•MNoNnd        Co«TV»H%h      Unafat*  to  Otiula 


DwAb  Ooadi  Miou 


ImwBmikittt 


CoulruillaD  *  fUal  E<Ma 
iWnal  *  BiakMB  Ssvlow 
MUdaM«kalBslda« 


EM 

SM 
8M 

aM 

«M 
IM 
GM 
OK 

aM 

AM 
42H 


JM 

aM 

<M 

aM 

2M 

arm 


aM 


IM 
8M 

3M 

n% 
aM 


ABPHndiiaiauib 


JM 


X7% 
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I. 

SCOPE  OP  THE  REPORT 

This  report  examines  and  analyzes  court  decisions  that 
address  whether  regulatory  exclusion  provisions  in  insurance 
contracts  and  bonds  providing  coverage  to  financial  institutions 
and  their  directors  and  officers  violate  public  policy.   The  report 
examines  those  cases  relied  upon  by  the  FDIC  in  its  "Report  on 
Directors'  and  Officers'  Liability  Insurance  and  Depository 
Institution  Bonds  Pursuant  to  Section  220(b)(3)  of  the  Financial 
Institutions  Reform,  Recovery,  and  Enforcement  Act  of  1989"  (Sept. 
13,  1991)  (hereinafter  "FDIC  Report"),  as  well  as  some  cases  not 
mentioned  or  discussed  by  the  FDIC  and  decisions  issued 
subsequently  to  the  FDIC  Report.   The  objective  of  this  report  is 
to  provide  Members  of  Congress  and  their  staff  with  an  accurate 
assessment  of  the  treatment  the  courts  have  given  this  important 
issue  both  before  and  after  the  enactment  of  the  Financial 
Institutions  Reform,  Recovery,  and  Enforcement  Act  of  1989 
("FIRREA") . 

The  common  themes  that  emerge  from  an  examination  of  the 
cases  are:   (1)  in  enacting  FIRREA,  Congress  remained  neutral  on 
the  public  policy  issue;  and  (2)  the  courts  have  continued  to 
recognize  the  sanctity  of  contract  by  holding  that  regulatory 
exclusion  provisions  in  director  and  officer  liability  policies  do 
not  violate  public  policy. 
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II. 

DIRECTORS'  AND  OFFICERS'  LIABILITY 

A.    Regulatory  Exclusion  Provisions  —  the  Public  Policy 
Argument 

The  so-called  "regulatory"  exclusion  provision  included 
in  directors'  and  officers'  ("D  &  O")  liability  insurance 
contracts  generally  excludes  from  coverage  all  suits  brought  by 
government  regulators  such  as  the  FDIC  and  RTC  against  directors 
or  officers,  including  suits  in  which  the  regulatory  authority 
has  stepped  in  as  a  receiver  of  the  financial  institution  or  in 
another  regulatory  capacity.   One  argument  that  the  FDIC 
repeatedly  has  made  and  continues  to  make  in  litigation  over  the 
scope  and  effect  to  be  given  these  exclusion  provisions  is  that 
such  contractual  provisions  are  void  because  they  are  contrary  to 
public  policy.   Both  prior  to  and  following  the  enactment  of 
FIRREA,  however,  the  "overwhelming  majority  of  courts  .  .  . 
[when]  confronted  with  this  issue,  have  ruled  that  regulatory 
exclusions  are  enforceable."   Fidelity  &  Deposit  Co.  of  Maryland 
V.  Conner.  973  F.2d  1236,  1244  (5th  Cir.  1992)  (footnote 
omitted) . 

Nonetheless,  the  FDIC  continues  to  suggest  erroneously 
to  Congress  that  12  U.S.C.  §  1821(e) (12) (A) ,  enacted  as  part  of 
FIRREIA  in  1989,  somehow  changed  the  legal  environment,  causing 
the  courts  to  shift  direction  and  uphold  the  validity  of 
regulatory  exclusion  provisions  in  D  &  O  liability  contracts  when 
they  were  not  previously  doing  so.   In  spite  of  these 
representations  to  Congress,  the  FDIC  has  also  argued  in  the 
courts  in  numerous  post-FIRREA  cases  that  12  U.S.C. 
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§  1821(d) (2) (A) (i) ,  enacted  as  part  of  FIRREA,  establishes  a 

dominant  public  policy  against  the  use  and  enforceability  of  D  & 

O  regulatory  exclusion  provisions.   As  demonstrated  below,  these 

two  characterizations  of  FIRREA  and  its  effects  are  simply 

incorrect.   Section  1821 (d) (2) (A) (i)  and  §  1821(e) (12) (A)  are, 

and  beyond  dispute  were  intended  to  be,  neutral  with  respect  to 

the  law  governing  the  enforceability  of  regulatory  exclusion 

provisions  in  D  &  O  contracts.   See,  e.g. .  H.R.  Rep.  No.  54  (I), 

101st  Cong.,  1st  Sess.  416  (1989)  ("The  bill  as  reported  by  the 

Committee  retains  current  law  for  the  treatment  of  exclusionary 

clauses  in  directors  and  officers  liability  insurance  contracts 

or  financial  institution  bonds.").   It  was  the  FDIC  that  sought 

to  change  the  legal  environment  by  obtaining  a  Congressional 

override  of  regulatory  exclusion  provisions  in  D  &  O  contracts  by 

offering  a  "technical  amendment"  that  would  have  made  such 

exclusionary  provisions  completely  unenforceable.   Congress 

rejected  the  FDIC's  proposal  in  favor  of  §  1812 (e) (12) (A) ' s 

neutral  language.   As  recently  stated  by  the  United  States  Court 

of  Appeals  for  the  Seventh  Circuit: 

The  enactment  of  §  1821(e) (12)  evidences  Congress' 
intent  to  remain  neutral  on  regulatory  exclusions 
and  completely  rebuts  the  FDIC's  argximent  that  the 
enforcement  of  such  clauses  violates  a  public 
policy  .... 

F.D.I.C.  V.  American  Casualty  Co.  of  Reading.  Pa..  998  F.2d  404, 
410  (7th  Cir.  1993) . 

In  seeking  to  invalidate  regulatory  exclusion 

provisions  on  public  policy  grounds,  the  law  requires  that  the 

FDIC  establish  that  specific  statutes  or  legislative  enactments 


207 


demonstrate  the  existence  of  a  "'dominant  public  policy"'  that 
the  regulatory  exclusion  provisions  allegedly  contravene.   See 
F.D.I.C.  V.  Aetna  Casualty  &  Surety  Co..  903  F.2d  1073,  1078  (6th 
Cir.  1990).   Since  the " enactment  of  FIRREA,  the  FDIC  repeatedly 
has  argued  that  FIRREA  itself  establishes  the  existence  of  such  a 
dominant  public  policy.   The  courts,  however,  have  correctly 
rejected  this  erroneous  assertion.   Were  the  FDIC  to  accept  the 
fact  that  §  1812(e) (12) (A)  is,  and  was  intended  to  be,  neutral  in 
this  regard,  it  would  have  to  argue  that  pre-FIRREA  law 
established  a  public  policy  against  the  use  and  enforcement  of  D 
&  O  regulatory  exclusion  provisions.   This  the  FDIC  has  never 
attempted  to  do,  nor  could  it  successfully  do  so. 

1.    Pre-FIRREA  Decisions 

The  FDIC  Report  implies  that  the  FDIC  was  winning 
almost  all  of  the  cases  addressing  the  public  policy  argument 
before  the  enactment  of  FIRREA,  and  that  FIRREA  has  caused  a  sea 
change  in  the  way  the  courts  have  addressed  the  issue.   See, 
e.g.  .  FDIC  Report  114.   That  implication  is  incorrect. 

Only  five  pre-FIRREA  decisions  involving  regulatory 
exclusion  provisions  in  D  &  O  liability  insurance  contracts 
addressed  the  public  policy  argument.   Of  those  decisions,  two 
concluded  that  such  provisions  do  not  violate  public  policy,^ 


^McCuen  V.  International  Ins.  Co..  No.  87-54-D-l,  1988  U.S. 
Dist.  LEXIS  17264  (S.D.  Iowa  Sept.  29,  1988);  Continental 
Casualty  Co.  v.  Allen.  710  F.  Supp.  1088,  1099  (N.D.  Tex. 
1989)  . 
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while  three  reached  a  contrary  conclusion. 2  in  Continental 
Casualty  Co.  v.  Allen.  710  F.  Supp.  1088  (N.D.  Tex.  1989),  a 
successor  insurer  on  a  D  &  O  liability  policy  brought  a 
declaratory  judgment  action  seeking  a  determination  of  its 
liability.   After  carefully  considering  the  public  policy 
argument  pressed  by  the  FDIC,  the  court  ruled  as  follows: 

Turning  now  to  the  arguments  regarding 
Endorsements  1  and  3  being  void  as  against  public 
policy,  the  Court  recognizes  the  magnitude  of  its 
decision  due  to  the  apparent  widespread  use  of 
such  endorsements  and  the  current  banking 
situation  in  the  Southwest  area  of  the  country. 

For  contractual  provisions  to  be  void  for 
public  policy  reasons,  they  must  be  injurious  of 
the  public  good  or  be  subversive  to  sound 
morality.   Thus,  the  most  often  found  violators  of 
public  policy  are  contracts  that  induce  criminal 
conduct  or  are  contrary  to  statutory  law. 

The  Court  finds  that  neither  Endorsement  1 
nor  3  meets  such  a  standard.   No  statutory 
insurance  minimum  exists  in  the  case  at  bar  which 
the  1983  Policy  with  its  endorsements  would 
violate.   Rather  directors'  and  officers' 
liability  insurance  is  optional  under  all  the 
rules  and  regulations  promulgated  by  the  various 
regulatory  agencies  of  the  Bank.   Thus  policies 
providing  limited  insurance,  which  are  not 
required  by  statute  or  mandated  as  to  form  of 
coverage,  are  not  invalidated  on  a  public  policy 
argument. 

FDIC  cites  to  the  Court  several  unpublished 
decisions  and  to  FSLIC  v.  Oldenburg.  671  F.  Supp. 
720  (D.  Utah  1987) ,  as  authority  for  its  public 
policy  argument.   The  Court,  however,  finds  all 
such  authority  unpersuasive,  especially  since  the 
only  reported  case  (Olderiburg)  is  based  on  another 
case  which  involved  a  statutorily  required 
insurance  minimum  and  uses  state  law  not 
applicable  here. 


2 FSLIC  V.  Oldenburg.  671  F.  Supp.  720,  722-24  (D.  Utah  1987); 
FSLIC  V.  Mmahat.  No.  86-5160,  1988  U.S.  Dist.  LEXIS  1825  (E.D. 
La.  Mar.  3,  1988);  Brannina  v.  CNA  Ins.  Cos..  721  F.  Supp. 
1180,  1183-1184  (W.D.  Wash.  1989). 
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The  unpublished  decisions  include  federal 
decisions  of  the  Eastern  District  of  Louisiana  and 
Eastern  District  of  Arkansas  amd  a  state  court 
order  fron  a  Maryland  state  court.   All  of  these 
decisions  are  tenuously  supported  and  often  fail 
to  provide  adequate  case  law  for  the  reasoning. 
****** 

FDIC  argues  that  to  hold  the  endorsements 
enforceable  gives  the  parties  the  right  to  bargain 
away  FDIC's  statutory  right  to  marshal  and  collect 
assets.   However,  the  FDIC  overlooks  the  very 
important  fact  that  in  order  to  marshal  and 
collect  an  asset,  the  failed  bank  must  have  it  as 
an  asset.   Here,  the  bank  did  not  own  as  an  asset 
directors'  and  officers'  liability  insurance 
without  an  FDIC  endorsement.   Therefore,  such 
argument  fails.   Nothing  in  the  endorsement 
affects  FDIC  as  receiver  to  have  all  the  rights 
and  claims  that  the  failed  banking  institution 
would  have  had. 

710  F.  Supp.  at  1098-1100  (citations  omitted)  (footnotes 
omitted) . 

Contrary  to  Allen,  the  cases  accepting  the  FDIC's 

public  policy  argument  are  not  well  reasoned.   For  example,  in 

FSLIC  V.  Oldenburg.  671  F.  Supp.  720  (D.  Utah  1987) ,  the  court 

recognized  that  the  financial  institution  and  insurer  had  entered 

a  valid  contract  for  D  &  O  liability  insurance,  a  contract  that 

specifically  included  a  regulatory  exclusion  provision,  see  671 

F.  Supp.  at  723,  but  the  court  nonetheless  found  a  public  policy 

that  claims  made  by  conservators  or  receivers  be  covered.   The 

Oldenburg  court,  however,  completely  failed  to  address  the  fact 

that  there  were  no  federal  statutes  or  regulations  requiring  that 

financial  institutions  even  purchase  D  &  O  insurance  or  that  they 

purchase  such  insurance  without  regulatory  exclusion  provisions, 

see  Conner.  973  F.2d  at  1243  n.l7,  a  regulatory  power  that  the 

FDIC  admits  it  possesses.   See  FDIC  Report  17.   Nor  did  the 

Oldenburg  court  consider  the  fundamental  economic  principle  that 
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j  the  premiums  insurers  charge  for  D  &  O  liability  insurance 
policies  obviously  depend  on  the  risks  that  insurers  agree  to 
assume,  a  principle  that  Congress  recognized  in  passing  FIRREA. 
Isee  Conner,  973  F.2d  at  1242  &  n.l6  (citing  legislative  history 
addressing  this  principle) .   The  other  two  cases,  FSLIC  v. 
Mmahat.  No.  86-5160,  1988  U.S.  Dist.  LEXIS  1825  (E.D.  La.  Mar.  3, 
1988),  and  Branning  v.  CNA  Ins.  Cos..  721  F.  Supp.  1180  (W.D. 
Wash.  1989)  ,  rely  expressly  and  solely  on  the  faulty  reasoning  of 
Oldenburg  to  reach  the  same  result. 

The  narrow,  3-2,  pre-FIRREA  split  on  the  public  policy 
question  in  D  &  O  liability  cases  belies  any  suggestion  that  the 
FDIC  was  winning  an  overwhelming  majority  of  such  cases  until 
FIRREA  changed  the  legal  environment.   In  fact,  the  FDIC  was 
successful  barely  more  than  it  was  not,  and  the  decisions  in  its 
favor  were  not  well-reasoned  or  well-supported  by  the  existing 
case  law,  as  subsequent  court  decisions  have  recognized.   The 
truth  is  that  the  FDIC  had  one  early  success,  Oldenburg,  and  then 
convinced  two  other  district  courts  to  follow  that  decision 
without  questioning  its  logic. ^   Indeed,  every  federal  court  of 
appeals  to  address  the  issue  has  ruled  that  regulatory  exclusion 


^The  FDIC  also  relies  on  a  snippet  of  legislative  history,  a 
portion  of  H.R.  Rep.  No.  54  (I),  101st  Cong.,  1st  Sess.  416-417 
(1989) ,  that  accompanied  the  enactment  of  FIRREA,  for  the 
proposition  that  it  was  winning  most  of  the  pre-FIRREA  cases  on 
public  policy  grounds.   See  FDIC  Report  62.   The  statement  in 
the  report  that  a  "majority"  of  courts  hav^  agreed  with  the 
FDIC,  although  perhaps  technically  correct,  is  misleading  for 
the  reasons  given  above.   Furthermore,  even  the  report 
acknowledges  the  contrary  authority  of  Continental  Casualty  Co. 
V.  Allen,  supra. 
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provisions  in  D  &  O  liability  policies  do  not  violate  federal 
policy. 

2.    P03t-FIRREA  Decisions 

The  FDIC  Report  accurately  represents  that,  as  of  the 
date  of  the  report,  the  FDIC  had  lost  9  of  10  post-FIRREA 
decisions  addressing  the  public  policy  argument.*   See  FDIC 
Report  114.   In  addition,  since  the  FDIC  prepared  its  report  all 
five  of  the  federal  courts  of  appeals  that  have  weighed  in  on  the 
issue  have  upheld  the  validity  and  enforceability  of  regulatory 
exclusions. 

Most  recently,  the  Seventh  Circuit  on  June  21,  1993 
rejected  the  FDIC's  contention  that  the  regulatory  exclusion 
violates  any  discernible  public  policy.   F.D.I.C.  v.  American 
Casualty  Co.  of  Reading.  Pa..  998  F.2d  404,  408-10  (7th  Cir. 
1993)  .   Earlier  this  year,  the  Fourth  Circuit  had  reached  the 
same  result  in  F.D.I.C.  v.  American  Casualty  Co.  of  Reading.  Pa.. 
995  F.2d  471,  473-74  (4th  Cir.  1993).   Thus,  the  Seventh  and 

♦Exclusion  enforced:   Gary  v.  American  Casualty  Co.  .  753  F. 
Supp.  1547  (W.D.  Okla.  1990),  aff 'd.  975  F.2d  677  (10th  Cir. 
1992);  Powell  v.  American  Casualty  Co..  No.  CIV-90-897-W  (W.D. 
Okla.  Feb.  26,  1991);  Hort  v.  Sims.  No.  SA-CV-89-260-JSL  (CD. 
Cal.  July  23,  1990)  (bench  ruling);  American  Casualty  Co.  v. 
Baker.  758  F.  Supp.  1340  (CD.  Cal.  1991);  St.  Paul  Fire  & 
Marine  Ins.  Co.  v.  F.D.I.C.  765  F.  Supp.  538  (D.  Minn.  1991), 
aff 'd.  968  F.2d  695  (8th  Cir.  1992);  Fidelity  &  Deposit  Co.  of 
Maryland  v.  Conner.  No.  H-89-0872  (S.D.  Tex.  May  31,  1991), 
aff  d.  973  F.2d  1236  (5th  Cir.  1992);  F.D.I.C  v.  American 
Casualty  Co.  of  Reading.  Pa..  No.  90-CV-0265-J,  1991  U.S.  Dist. 
LEXIS  19247  (D.  Wyo.  July  3,  1991);  F.D.I.C.  v.  Zaborac.  773  F. 
Supp.  137  (CD.  111.  1991);  F.D.I.C.  v.  Bowen.  824  P. 2d  41 
(Colo.  Ct.  App.  1991).   Exclusion  not  enforced:   FSLIC  v. 
Heidrick.  774  F.  Supp.  352  (D.  Md.  1991). 
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Fourth  Circuits  recently  joined  an  increasingly  "overwhelming 
majority  of  courts  which,  confronted  with  this  issue,  have  ruled 
that  regulatory  exclusions  are  enforceable."   Fidelity  &  Deposit 
Co.  of  Maryland  v.  Conner.  973  F.2d  at  1244  (footnote  omitted). 

The  Fifth  Circuit  previously  addressed  and  rejected  the 
FDIC's  contention.   In  Fidelity  &  Deposit  Co.  of  Maryland  v. 
Conner,  the  Fifth  Circuit  addressed  the  FDIC's  contention  "that 
enforcement  of  the  regulatory  exclusion  would  'seriously  impair 
the  congressional  policy  reflected  in  FIRREA. '"   973  F.2d  at  1242 
(quoting  FDIC  Brief)  (footnote  omitted) .   The  court  reviewed 
FIRREA' s  legislative  history,  however,  and  expressly  concluded 
that  "Congress  intended  to  remain  neutral  regarding  regulatory 
exclusions"  and  that  therefore,  "the  FDIC  cannot  rely  upon  FIRREA 
as  creating  public  policy  against  enforcement  of  the  regulatory 
exclusion."   Id.  at  1242-43  (citing  F.D.I.C.  v.  American  Casualty 
Co.  of  Reading.  Pa. .  975  F.2d  677  (10th  Cir.  1992)  (footnote 

omitted) .^ 

To  place  these  decisions  in  their  historic  context,  it 

is  useful  to  observe  that  in  the  first  court  of  appeals  decision 

to  address  the  FDIC's  public  policy  argximent  in  the  context  of  a 

D  &  O  liability  policy,  the  Eighth  Circuit,  in  American  Casualty 

5in  F.D.I.C.  V.  American  Casualty  Co.  of  Reading.  Pa.,  975  F.2d 
677  (10th  Cir.  1992),  the  Tenth  Circuit  similarly  rejected  the 
FDIC's  argument  that  FIRREA  established  a  public  policy  against 
enforcement  of  regulatory  exclusion  provisions,  concluding  that 
in  passing  FIRREA  Congress  intended  "to  remain  neutral  on  that 
question."   Id^  at  681;  see  also  id.  at  682.   This  conclusion 
has  since  been  squarely  adopted  by  the  Seventh  Circuit  in 
F.D.I.C.  V.  American  Casualty.  998  F.2d  at  410,  and  the  Fourth 
Circuit  in  F.D.I.C.  v.  American  Casualty.  995  F.2d  at  473. 
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Co.  of  Reading.  Pa.  v.  F.D.I.C..  944  F.2d  455  (8th  Cir.  1991), 

easily  disposed  of  the  FDlC's  contentions  without  even  mentioning 

any  provision  in  FIRREA: 

Finally,  we  come  to  the  FDIC's  cross-appeal. 
No.  90-2445NI.   It  urges  that  we  revisit  the 
District  Court's  holdings  that  the  regulatory 
exclusion  was  neither  ambiguous  nor  against  public 
policy.   We  decline  the  invitation.   We  see  no 
error  of  law  or  fact  in  the  District  Court's 
analysis  and  conclusions  on  these  points.   They 
are  in  line  with  the  vast  majority  of  courts  which 
have  considered  this  exclusion.   No  good  purpose 
would  be  served  by  repeating  those  discussions. 
Accordingly,  we  affirm  this  part  of  the  District 
Court's  decision. 

Id.  at  460-61.6 

3.     Impact  Of  FIRREA  §  1821 (e)  (12)  (A) 

The  FDIC  suggests  in  its  Report,  at  114,  that  there  has 
been  a  shift  in  the  way  regulatory  exclusion  cases  have  been 


^In  St.  Paul  Fire  and  Marine  Ins.  Co.  v.  P.P. I.e..  968  F.2d  695 
(8th  Cir.  1992) ,  the  Eighth  Circuit  reaffirmed  the  conclusion 
it  reached  in  American  Casualty.   The  court  emphasized  its 
narrow  authority  to  invalidate  contracts  as  contrary  to  public 
policy: 

"The  power  to  refuse  to  enforce  contracts  on  the 
ground  of  public  policy  is  therefore  limited  to 
occasions  where  the  contract  would  violate  'some 
explicit  pviblic  policy'  that  is  'well  defined  and 
dominant,  and  [which]  is  to  be  ascertained  'by 
reference  to  the  laws  and  legal  precedents  and  not 
from  general  considerations  of  supposed  public 
interest. ' " 

Id.  at  702  (quoting  St.  Paul  Mercury  Ins.  Co.  v.  Duke 
University.  849  F.2d  133,  135  (4th  Cir.  1988)).   The  Eighth 
Circuit  expressed  its  agreement  with  the  district  court  that 
"FIRREA  does  not  establish  an  explicit  public  policy  that  would 
invalidate  the  regulatory  exclusion,"  id. ,  and  ultimately 
concluded  that  "we  cannot  see  how  enforcement  of  the  regulatory 
exclusion  would  violate  public  policy."   Id. 
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decided  since  th,e  enactment  of  FIRREA,  a  suggestion  refuted  in 

Part  II. A. 1.  above,  and  that  the  change  is  in  large  part  a  result 

of  a  particular  FIRREA  provision,  12  U.S.C.  §  1821 (e) ( 12) (A) , 

FDIC  Report  116.   Section  1821 (e) ( 12 ) (A)  provides  as  follows: 

The  conservator  or  receiver  may  enforce  any 
contract,  other  than  a  director's  or  officer's 
liability  insurance  contract  or  a  depository 
institution  bond,  entered  into  by  the  depository 
institution  notwithstanding  any  provision  of  the 
contract  providing  for  termination,  default, 
acceleration,  or  exercise  of  rights  upon,  or 
solely  by  reason  of,  insolvency  or  the  appointment 
of  a  conservator  or  receiver. 

The  FDIC's  argument  that  this  provision,  which  does  recognize 

explicitly  the  validity  of  regulatory  exclusion  clauses  in  D  &  O 

liability  policies  and  fidelity  bonds,  has  caused  the  courts  to 

shift  direction  is  simply  not  borne  out  by  an  examination  of  the 

recently  decided  cases. 

For  example,  neither  court  in  American  Casualtv  Co.  of 

Reading.  Pa.  v.  F.D.I.C..  944  F.2d  455,  nor  F.D.I.C.  v.  American 

Casualtv  Co.  of  Reading.  Pa..  975  F.2d  677,  even  mentioned 

§  1821(e) (12) (A) .   Likewise,  the  outcomes  of  St.  Paul  Fire  & 

Marine  Ins.  Co.  v.  F.D.I.C.  968  F.2d  695  (8th  Cir.  1992),  and 

Conner  did  not  depend  upon  the  existence  of  12  U.S.C. 

§  1821(e) (12) (A) .   Rather,  as  both  courts  explained,  the  reason 

for  the  passage  of  that  provision  was  to  avoid  the  serious 

economic  consequences  (not  to  mention  the  substantial 

constitutional  issues)  that  would  arise  from  a  Congressional 

decision  to  retroactively  abrogate  D  &  O  contracts.   St.  Paul 

Fire  &  Marine.  968  F.2d  at  702;  Conner.  973  F.2d  at  1242  n.l6. 

There  is  no  suggestion  in  the  opinions  or  in  FIRREA' s  legislative 
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history  that  the  insurance  industry  sought  the  passage  of 
S  1821(e) (12) (A)  in  order  to  influence  the  outcome  of  court 
decisions  on  the  public  policy  issue.   Section  1821(e) (12) (A) 
merely  retained  the  status  cjuo,  as  the  Seventh  Circuit  recently 
concluded  in  F.D.I.C.  v.  American  Casualty  in  stating  that  the 
enactment  of  §  1821(e) (12)  "evidences  Congress'  intent  to  remain 
neutral  .  .  .  ."   998  F.2d  at  410. 

The  legislative  history  of  FIRREA  establishes  that 
S  1821(e) (12) (A)  constitutes  Congress's  rejection  of  the  FDIC's 
proposal  to  override  D  &  O  regulatory  exclusion  provisions  and  at 
most  was  intended  to  be  neutral  with  respect  to  the 
enforceability  of  such  provisions.   Nothing  in  the  language  of 
§  1821(e)  (12)  (A)  mandates  that  the  courts  uphold  D  &  O  regulatory 
exclusion  provisions  when  challenged  on  public  policy  grounds. 
Indeed,  the  federal  courts  of  appeals  have  applied  traditional, 
pre-existing  principles  for  determining  when  a  contractual 
provision  is  unenforceable  because  it  violates  public  policy, 
concluding  unanimously  that  the  FDIC  has  failed  to  demonstrate 
the  existence  of  a  dominant  public  policy  against  the  enforcement 
of  regulatory  exclusion  provisions  in  D  &  O  policies.   It  is  the 
FDIC  that  unsuccessfully  sought,  and  continues  to  seek,  a  drastic 
change  in  the  law. 

The  leading  case  in  this  area  is  F.D.I.C.  v.  Aetna 
Casualty  &  Surety  Co..  a  fidelity  bond  case.   In  Aetna,  discussed 
more  fully  below,  the  Sixth  Circuit  rejected  the  FDIC's  public 
policy  argument,  relying  heavily  on  a  1945  United  States  Supreme 
Court  decision,  Muschany  v.  United  States.  324  U.S.  49,  66 
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(1945),  in  which  the  Supreme  Court  emphasized  that  persons  are 
cfuaranteed  the  right  to  contract  freely  among  themselves  unless 
their  contracts  violate  a  clearly  expressed  public  policy.   In 
its  recent  decision  upholding  regulatory  exclusions,  the  Seventh 
Circuit  quoted  from  another  Supreme  Court  decision  in  which  it 
was  stated,  as  the  general  rule,  that  "'competent  persons  shall 
have  the  utmost  liberty  of  contract  and  that  their  agreements 
voluntarily  and  fairly  made  shall  be  held  valid  and  enforced  in 
the  courts.'"   F.D.I.C.  v.  American  Casualty.  998  F.2d  at  409 
(quoting  Twin  City  Pipe  Line  Co.  v.  Harding  Glass  Co. .  283  U.S. 
353,  356  (1931)). 

Most  of  the  post-FIRREA  D  &  O  decisions  have  relied  on  . 
the  reasoning  of  Aetna  to  some  degree  in  rejecting  the  FDIC's 
public  policy  argument.'   Indeed,  even  the  courts  that  have 
considered  the  relevance  of  §  1821(e) (12) (A)  specifically  have 
concluded,  in  rejecting  the  FDIC's  public  policy  argument,  that 
"it  is  clear  that  Congress  intended  that  the  courts  continue  to 
determine  whether  directors'  and  officers'  liability  insurance 
provisions  excluding  coverage  upon  appointment  of  a  receiver  or 
for  claims  brought  by  the  FDIC  would  be  contrary  to  public  policy 
or  not  under  pre-existing  law."   Garv  v.  American  Casualty  Co. . 
753  F.  Supp.  1547,  1553  n.6  (W.D.  Okla.  1990),  aff 'd.  975  F.2d 


'St.  Paul  Fire  &  Marine.  968  F.2d  at  702;  Fidelity  &  Deposit  Co. 
of  Maryland  v.  Conner.  973  F.2d  at  1241;  Gary  v.  American 
Casualty  Co. .  753  F.  Supp.  1547;  American  Casualty  Co.  v. 
Baker.  758  F.  Supp.  1340;  St.  Paul  Fire  &  Marine  Ins.  Co.  v. 
F.D.I.C. .  765  F.  Supp.  538;  F.D.I.C.  v.  Zaborac.  773  F.  Supp. 
137;  F.D.I.C.  v.  Bowen.  824  P. 2d  41. 
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677  (10th  Cir.  1992)  .^  Congress  intended  FIRREA  to  be  "neutral" 
on  this  issue. 

III. 
FINANCIAL  INSTITUTION  BONDS 

The  FDIC  also  has  suggested  that  some  action  is 
necessary  with  respect  to  regulatory  exclusion  Glauses  in 
financial  institution  bonds.   Financial  institution  (fidelity) 
bonds  protect  institutions  against  losses  arising  from  dishonesty 
or  fraud  on  the  part  of  directors,  officers  and  employees.   Both 
pre-  and  post-FIRREA  the  courts  have  had  little  difficulty  in 
concluding  that  regulatory  exclusion  clauses  in  fidelity  bonds  do 
not  violate  public  policy.   As  a  result,  there  is  no  disagreement 
or  confusion  in  the  courts,  making  Congressional  intervention 
unnecessary. 

Prior  to  the  enactment  of  FIRREA,  only  4  cases  had 
addressed  the  question  whether  regulatory  exclusion  clauses  in 
financial  institution  bonds  violate  public  policy.   The  first  was 
Sharp  V.  FSLIC.  858  F.2d  1042  (5th  Cir.  1988),  in  which  the  Fifth 
Circuit  addressed  the  validity  of  a  discovery  period  provision  in 
a  financial  institution  fidelity  bond.   The  Fifth  Circuit 


8only  one  court  has  made  S  1821(e) (12) (A)  the  basis  for  a 
decision  that  regulatory  exclusions  do  not  violate  public 
policy.   In  Powell  v.  American  Casualty  Co..  772  F.  Supp.  1188, 
the  district  court  simply  cited  §  1821(e) (12) (A)  and,  without 
analysis  or  citing  to  any  other  cases,  including  the  Gary  case 
which  came  from  the  same  district,  concluded  that  regulatory 
exclusion  provisions  do  not  violate  public  policy. 
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examined  the  contract  applying  principles  of  Louisiana  law  and 

ultimately  concluded: 

In  the  face  of  the  clear  language  of  Form  22, 
we  hesitate  to  rewrite  judicially  a  standard  form 
bond  that  has  had  a  longer  existence  than  FSLIC. 
If  FSLIC  finds  the  coverage  provided  by  Foirm  22 
inadequate,  it  need  only  require  member  banks  to 
purchase  an  additional  discovery  period  in  the 
event  of  a  type  (c)  termination. 

858  F.2d  at  1048. 

The  only  pre-FIRREA,  published  opinion  in  which  a  court 
refused  to  enforce  a  regulatory  exclusion  clause  in  a  bond  on 
public  policy  grounds  is  the  district  court  decision  in  FSLIC  v. 
Aetna  Casualty  &  Surety  Co. ,  701  F.  Supp.  1357,  1362-63  (E.D. 
Tenn.  1988) .^   In  that  case,  the  court  relied  heavily  on  the 
decision  in  FSLIC  v.  Oldenburg  (discussed  above)  and  engaged  in 
virtually  no  analysis  of  the  issue.   A  subsequent  published 
decision  expressly  rejected  the  result  in  FSLIC  v.  Aetna,  and 
instead  adopted  the  reasoning  of  Sharp  in  reaching  the  conclusion 
that  a  bond  termination  clause  did  not  violate  public  policy. 
See  FSLIC  v.  Transamerica  Ins.  Co..  705  F.  Supp.  1328,  1336-37 
(N.D.  111.  1989) . 

Decisions  rendered  subsequently  to  the  enactment  of 
FIRREA  have  made  it  clear  that  regulatory  exclusion  clauses  in 
fidelity  bonds  do  not  violate  public  policy.   In  the  leading  case 
on  this  issue,  F.D.I.C.  v.  Aetna  Casualty  &  Surety  Co..  the  Sixth 


5  One  other  court  decided  the  issue  in  the  FDIC's  favor  by  ruling 
on  an  FDIC  motion  in  limine  from  the  bench  during  a  trial.   See 
F.D.I.C.  V.  Aetna  Casualty  &  Sur.  Co..  No.  3-85-1420  (M.D. 
Tenn.  Apr.  3,  1989)  (bench  ruling),  rev'd.  903  F.2d  1073  (6th 
Cir.  1990). 


15 


219 


circuit  resoundingly  rejected  the  argument  that  regulatory 

exclusion  clauses  violate  public  policy.   The  court  observed  that 

12  U.S.C.  S  1828(e)  gives  the  FDIC  the  authority  to  require 

insured  institutions  to  purchase  fidelity  bond  coverage  but  that 

the  FDIC  had  not  chosen  to  exercise  that  authority.   The  Sixth 

Circuit  was  unconvinced  that  the  relevant  federal  statutes 

"provide  the  basis  for  a  'dominant  public  policy'  which  would 

justify  voiding"  the  termination  clause.   903  F.2d  at  1078. 

Instead,  the  court  observed: 

It  would  appear  from  §  1828  and  the  lack  of 
action  on  the  part  of  the  FDIC  that  the  existence 
of  fidelity  insurance  or  its  continuance  after 
seizure  of  a  bank  by  the  FDIC  has  not  been  a  major 
concern  of  the  government.   It  is  clear  from 
§  1828  that  Congress  is  aware  of  fidelity 
insurance  and  could,  if  it  so  desired,  require  its 
procurement  and  could  set  teirms  which  would  avoid 
the  problem  ....  ***   The  FDIC  also  has 
statutory  authority  to  require  bond  coverage  and 
could  require  that  such  bond  continue  upon 
appointment  of  FDIC  as  receiver.   To  rule 
otherwise  would  be  to  force  Aetna  to  take  on  a 
risk  for  which  it  did  not  bargain.   Insuramce 
policies  which  have  sections  limiting  coverage  are 
not  contrary  to  public  policy  where  such  policies 
are  not  required  by  statute  and,  where  the  form  of 
coverage  has  not  been  mandated.   ***  The  dominant 
public  policy  exposed  by  this  review  is  that  the 
parties'  freedom  of  contract  must  not  be 
disturbed. 

Id.  (citations  omitted).   The  Sixth  Circuit  rejected  the  FDIC's 

argviment  that  FIRREA  actually  supported  the  FDIC's  position  and 

plainly  grounded  its  decision  in  the  general  principles  that 

apply  in  this  context.  The  court's  opinion  makes  clear  that  the 

outcome  would  have  been  the  same  regardless  of  the  existence  or 

non-existence  of  S  1821(e) (12) (A) . 
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Because  the  only  four  cases  that  have  been  decided  in 
the  FDIC's  favor  on  this  issue  either  have  been  reversed  or  were 
decided  by  federal  district  courts  located  in  the  Sixth 
Circuit^O — where  the  law  is  now  settled  against  the  FDIC's 
position,  there  is  no  current  division  of  opinion  among  the 
federal  courts  on  the  question  whether  regulatory  exclusion 
clauses  in  financial  institution  fidelity  bonds  violate -public 
policy.   Thus,  there  is  no  reason  for  Congress  to  intervene  in 
the  regulation  of  fidelity  bonds,  especially  where  to  do  so  on  a 
retroactive  basis  would  be  unconstitutional.^^ 

IV. 

CONCLUSION 
It  should  come  as  no  surprise  that  the  opinions  issued 
by  the  five  federal  courts  of  appeals  that  have  addressed 
regulatory  exclusion  provisions  have  unequivocally  rejected  the 
FDIC's  argument  that  such  provisions  are  invalid  because  they 
violate  public  policy.   Indeed,  the  courts  clearly  have 
recognized  and  respected  Congress's  decision  to  remain  neutral  on 


10  See  FSLIC  v.  Aetna  Casualty  &  Sur.  Co..  701  F.  Supp.  1357  (E.D. 
Tenn.  1988)  .   See  also  F.D.I.C.  v.  Aetna  Casualty  &  Sur.  Co., 
No.  3-85-1242  (E.D.  Tenn.  Jan.  23,  1990);  F.D.I.C.  V.  St.  Paul 
Fire  &  Marine  Ins.  Co.,  738  F.  Supp.  1146  (M.D.  Tenn.  1990), 
aff 'd  in  part  and  vacated  in  part.  942  F.2d  1032  (6th  Cir. 
1991)  . 

11  It  is  apparent  that  the  FDIC  is  seeking  Congress's  assistance 
only  because  the  FDIC  desires  to  have  Congress  attempt,  by 
legislation,  to  abrogate  existing  contracts  solemnly  entered  by 
private  parties.   Such  retroactive  rewriting  of  the  obligations 
of  insurers  under  existing  contracts  of  insurance  would  result 
in  an  unconstitutional  taking  of  the  insurers'  property  and 
would  otherwise  violate  the  substantive  due  process  guarantees 
of  the  Fifth  Amendment  to  the  Constitution. 
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this  issue  in  enacting  FIRREA.   They  have,  however,  done  more 
than  that.   Drawing  on  the  principle  that  in  our  legal  order 
persons  are  free  to  contract  with  one  another  as  they  choose,  the 
courts  have  refused  the  FDIC's  repetitive  attempts  to  have  the 
courts  rewrite  existing  contracts  for  the  benefit  of  the  FDIC. 
Congress,  no  less  than  the  courts,  should  adhere  to  this  time- 
tested  principle. 

WL930960040 
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Position  of 
American  International  Group  (AIG) 

on 
First  Republic  Bank  Corporation 
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This  compilation  of  documents  is  intended  to  demonstrate  that 
the  positions  taken  by  the  FDIC  in  suits  it  has  brought  against  the 
directors  and  officers  of  First  RepublicBank  Corporation  and  its 
subsidiary  banks  ("FRBC")  are  inconsistent  with  contemporaneous  OCC 
exam  reports  of  the  banks  and  OCC  memoranda,  as  well  as  assurances 
and  representations  made  by  high  ranking  government  officials.  In 
light  of  this,  the  continued  prosecution  of  the  FDIC  Suits^  will 
have  a  negative  impact  on  the  banking  industry  by  discouraging 
qualified  individuals  from  serving  on  a  bank's  board  of  directors 
(even  when  assurances  are  received  from  the  regulators  as  to  the 
adequacy  of  their  efforts)  and  may  prove  to  be  an  embarrassment. 

Enclosed  under  Tab  1  is  a  copy  of  overhead  projection  slides 
presented  by  the  defendants  during  a  court  ordered  mediation  of  the 
FDIC  Suits.  These  materials  include  a  "Chronology  of  Events"  (Tab 
1,  pp.  2-11)  which  gives  an  overview  of  the  evolution  of  the 
economic  environment  which  surrounded  the  crash  of  many  Texas  banks 
including  FRBC.  One  of  the  slides  (Tab  1,  p.  12)  is  an  OCC  Press 
Release  which  states  that  the  fundamental  cause  of  the  insolvency 
of  2  0  MBanks  (subsidiaries  of  a  Texas  multi-bank  holding  company) 
on  March  29,  1989  was  "the  drop  in  oil  prices  and  the  crash  in  the 


^  "FDIC  Suits"  refers  to  the  suit  entitled  FDIC  v.  H.R. 
Bright,  et  al. ,  filed  in  the  U.S.  District  Court  for  the  Northern 
District  of  Texas,  Dallas  Division  on  July  25,  1991  as  well  as  the 
suit  entitled  FDIC  v.  Brown,  et  al..  filed  in  the  U.S.  District 
Court  for  the  Southern  District  of  Texas,  Houston  Division  on  July 
25,  1991.  Attached  to  this  memorandum  is  a  listing  of  the 
individuals  named  as  defendants  in  the  FDIC  Suits  as  their 
respective  corporate  affiliations. 
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Texas  real  estate  market  that  destroyed  the  ability  of  MBank 
borrowers  to  repay  loans . " 

The  slides  under  Tab  1  pp.   19-24  show  the  substantial 

inconsistencies   between   the   FDIC's   responses   to   contention 

interrogatories   filed   in   the   FDIC  Suits   (FDIC   "Director's 

Liability"   Narratives)   and  the  OCC  exeun  reports   of   FRBC's 

subsidiary   banks. ^     The   following   are   examples   of   these 

inconsistencies: 

At  the  November  14,  1985  meeting,  problem  loans  in  real  estate 
again  were  discussed***  .  ***  The  Board  took  no  action  to 
prevent  further  deterioration. 

FDIC  'Director's  Liability*  Narrative,  pages  45-46. 

Management  supervision  of  RBC's  lending  function  is 
considered  good.  Sound  policies  and  underwriting  standards 
are  being  adhered  to  and  an  effective  loan  review  system  has 
been  established  to  monitor  and  properly  identify  problem 
credits.  ***  Controls  and  review  systems  are  in  place  to 
detect  problems  in  a  timely  manner  and  corrective  action  is 
being  implemented  where  warranted. 

OCC  Report  to  RepublicBank  Corporation,  September  2,  1986,  pages 

1  and  3. 


On  February  14,  1985,  ***  Management  presented  a  business 
development  program  to  the  Board  for  the  real  estate  LOB.  The 
Board  was  on  unmistakable  notice  that  continuation  of 
aggressive  business  as  usual  ran  directly  counter  to  the 
approach  management  had  assured  the  OCC  it  would  take  to 
address  clear  regulatory  warnings,  which  would  not  only 
violate  prudent  business  principals,  but  would  set  the  bank  on 
a  losing  strategy. 

FDIC  'Director's  Liability'  Narrative,  pages  45-46. 

***  Overall,  the  high  quality  of  the  RE  department  has 
remained  intact  during  the  recent  growth  period.  Adequate 


'  The  OCC  in  its  exam  reports  also  confirms  the  adequacy  of 
FRBC's  external  audit  function  and  its  line  of  business 
organizational  structure.   (Tab  1,  pp.  25-26) 
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controls  exist  within  the  Department  to  maintain  quality  and 
assure  the  Department  is  making  loans  on  a  knowledgeable  basis 
of  the  R£  market. 

OCC  Report  to  RepublicBank  Dallas,  N.A.,  March  22,  1985. 

The  Minutes  of  the  May  1988  regular  meeting  of  the  board  of 
directors  of  FRBC  (Tab  2)  show  that  the  directors  were  assured  by 
William  Seidman  (then  Chairman  of  the  FDIC)  that  they  would  not  be 
sued  by  the  FDIC  because  there  was  no  evidence  of  fraud  or 
mismanagement.  These  Minutes  also  reflect  that  Chairman  Seidman 
agreed  to  use  best  efforts  to  protect  the  indemnification  rights 
FRBC  owed  to  the  outside  directors  even  in  the  face  of  shareholder 
class  action  litigations.  This  agreement  is  memorialized  in  a 
Letter  Agreement  executed  by  a  deputy  general  counsel  to  the  FDIC 
(Tab  3)  and  is  further  evidence  of  the  FDIC's  belief  that  the 
directors  and  officers  acted  in  good  faith.  The  FDIC  has  yet  to 
explain  the  contradiction  presented  by  its  entering  into  the  Letter 
Agreement  —  which  confirms  the  defendants'  entitlement  to 
indemnification  based  on  their  good  faith  conduct  —  and  its 
prosecution  of  the  FDIC  suits  where  it  alleges  that  these  same 
individuals  did  not  act  in  good  faith. 

Albert  Casey  (then  Chairman  of  FRBC  and  now  head  of  the  RTC) 
recently  testified  that  at  the  same  FRBC  board  meeting.  Chairman 
Seidman  made  a  plea  for  the  directors  to  remain  on  the  board 
because  the  FDIC  wanted  to  provide  the  appearance  to  the  community 
of  stability  and  continuity  since  FRBC  served  as  a  clearinghouse 
for  many  other  banks.  Mr.  Casey  also  testified  that  he  understood 
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Chairman  Seldman's  comments  at  the  May  1988  Board  Meeting  to  extend 
to  both  the  bank  directors  and  the  holding  company  directors  and 
this  Is  confirmed  in  the  Letter  Agreement  with  the  FDIC  (Tab  3) 
which  specifically  refers  to  First  Republic  Bank  Corporation  —  the 
holding  company  —  as  well  as  any  of  its  bank  subsidiaries. 
(Excerpts  of  Mr.  Casey's  testimony  are  attached  under  Tab  3,  pp. 
30-35  and  Tab  4) 

Mr.  Casey  further  testified  that  it  was  his  personal  belief 
that  there  was  no  indication  of  fraud  or  mismanagement  on  behalf  of 
the  directors  of  FRBC  and  that  the  deterioration  of  the  Texas  real 
estate  markets  as  well  as  passage  of  the  Tax  Reform  Acts  of  1981 
and  1986  were  the  reasons  for  the  demise  of  FRBC. 

The  former  Comptroller  of  the  Currency,  Robert  L.  Clarke, 
testified  before  the  Senate  Banking  Committee  that  the  OCC  decided 
it  would  not  take  action  against  the  FRBC  directors  "[b]ecause  the 
judgement  was  made  that  it  was  not  appropriate."  Mr.  Clarke  also 
noted  to  the  Committee  that  every  one  of  the  major  multi-bank 
holding  companies  In  Texas  failed  and  agreed  that  "...nobody  could 
do  anything  about  what  happened  in  Texas."  Mr.  Clarke  also 
commented  that  the  rapid  decline  in  energy  prices  and  the 
subsequent  rapid  decline  in  real  estate  values  caused  banks  such  as 
the  FRBC  to  fail.  (Portions  of  Mr.  Clarke's  testimony  are  included 
in  the  slides  located  under  Tab  1,  pp.  34-35) 
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Many  people  view  the  FDIC's  prosecution  of  these  suits  as  the 
government  going  back  on  its  word  and  as  an  abuse  of  process. 
News  articles  written  shortly  after  the  FDIC  Suits  were  filed  in 
July  1991  (including  one  entitled  "Did  Seidman  Break  his  1988 
Promise?"  located  under  Tab  5)  reflect  that  the  defendants  (who  are 
some  of  the  leading  members  of  the  Texas  business  community)  were 
stunned  by  the  suit  because  they  stayed  on  the  board  due  to 
Chairman  Seidman 's  plea  to  remain  and  his  assurances  that  the  FDIC 
would  not  sue  them. 

The  prosecution  of  the  FDIC  Suits  could  prove  to  be  very 
embarrassing  to  the  government  in  light  of  the  comments, 
conclusions  and  assurances  given  by  the  various  high  ranking 
government  officials  who  in  all  likelihood  will  be  called  upon  to 
testify  for  the  defendants.^  Since  the  amount  of  insurance  is 
limited,  the  prosecution  will  be  viewed  as  an  attack  upon  the 
personal  assets  and  well-being  of  the  defendants. 

From  a  public  policy  standpoint,  prosecution  of  the  FDIC  Suits 
under  these  circumstances  will  have  a  devastating  impact  on  the 
ability  of  banks  to  attract  and  maintain  highly  qualified  Board  of 
Directors  who  will  conclude  that  regulatory  assurances  cannot  be 
trusted . 


^  Not  only  will  the  FDIC  be  faced  with  having  to  impeach  the 
creditability  of  the  OCC  Exam  reports,  FDIC  and  high  ranking 
government  officials,  the  FDIC  may  be  required  to  allege  and  prove 
that  the  directors'  conduct  was  grossly  negligent,  ultra  vies  or 
fraudulent.  RTC  v.  Holmes.  No.  H-92-CV-753  (S.D.  Tex.  Aug.  10, 
1992  and  Oct.  6,  1992) . 
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pATfASrOMPLAINT 


1.  Bum  Bright 


Bright  &  Company 


1  Lucy  Crow  Billingsley 


CEO,  Dallas  Market  Center 

Recognition  Equipment  Corp.,  Director 

President  &  Director,  DMC  Eiqxtsitions,  Inc. 

Secretary,  Crow-Billingsley  #5,  Inc. 

Vice  President,  Crow-Billingsley  #7,Inc. 

Director  &  Treasurer,  Crow  International  Group 

President  &.  Director,  Culinaire  Corporation 

Registered  Agent,  DMC  Design  &  Construction,  Inc. 

President  &  Director,  LB  China,  Inc. 

President  &  Director,  LB-2,  Inc. 

President  &  Director,  LB-3,  Inc. 

President  &  Director,  Moda,  Inc. 

Vice  President  &  Director,  Pine  Forest  Owner's  Assoc. 

Treasurer  &  Director,  Trammell  Crow  Investment  Company 

President  &  Director,  Wyndham  Travel,  Inc. 

President  &  Director,  Biggest  Little  Shows  Ever,  Inc. 

President  &  Director,  Center  Food  Corporation 


3.  John  W.  Carpenter,  HI 


Chairman,  CEO  &  Director,  JPI  Construction,  Inc. 

Registered  Agent,  JPI  Partners,  Inc. 

Registered  Agent,  Robert  Dryden  Company 

President,  CEO  &  Director,  Hackberry  Ranch  Management 

President,  CEO  &  Director,  Southland  Financial  Corp. 

Oracle  Systems 


4.  Robert  H.  Dedman 


Director,  Club  Corporation  of  America 
Director,  Club  Design  Associates,  Inc. 
President  &  Director,  Club  Corporation  International 
Director,  Club  Resorts  Management  Corporation 
Director,  Clubcorp  Financial  Management  Company 
Director,  Fitness  Corporation  of  America 
President,  Club  Corporation  International 
NCNB  Texas 
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5.  Jack  W.  Evans 


Chainnan  &  CEO,  CuUum  Companies,  Inc. 
Director,  Food  Marketing  Institute 
Director,  Texas  Utilities 
Director,  Brinker  International,  Inc. 
Comerica  Company 


6.  Ray  L.  Hunt 


Hunt  Oil,  Inc. 
Burlington  Resources,  Inc. 
Dresser  Industries 
NCNB  Texas 


7.  Jerry  R.  Junkins 


Chairman,  President  &  CEO.  Texas  Instrument 
Director,  Caterpillar,  Inc. 
Director,  Procter  &  Gamble 


8.  Richard  C.  Marcus 

9.  Paul  Steegers 

10.  J.  McDonald  Williams 


President  &  Director,  Texas  Feet  Inc. 

President  &  Director,  Up  Your  Alley  Limited,  Inc. 

Vice  President,  Savers,  Inc. 

President  &  Director,  Richard  Marcus  Investments,  Inc. 

President  &  Director,  Cam  Air,  Inc. 

Former  Chainnan,  Centex  Corp. 


Vice  President  &  Director,  North  RS,  Inc. 

Vice  President  &  Director,  Northgate  Managers,  Inc. 

V.P.  &  Director,  TCC  North  Orange  County,  Inc. 

V.P.  &  Director,  Trammel  Crow  Homes  Arizona,  Inc. 

President,  CRFV  Investments,  Inc. 

Secretary,  TC  Residential  Albuquerque,  Inc. 

Treasurer,  Texas-Nevada  Industrial,  Inc. 


11.  James  D.  Beny 

12.  Gerald  W.  Fronterhouse 


Republic  National  Corporation 


Director,  Texas  Instruments  Incorporated 

President  &  Director,  First  Republicbank  Corporation 

Medipark,  Inc. 

Republic  of  Texas  Company 
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13.  Joseph  P.  Musolino 


Medipark,  Inc. 

Republic  of  Texas  Company 

NCNB  Corporation 


14.  Charles  H.  Pistor 


President  &  Director,  Pistor  and  Associates,  Inc. 
Chairman,  CEO  &  ENrector  AMR  Corporation 
Director,  Centex  Corporation 
Republic  of  Texas  Company 


IS.  John  T.  Stuart,  m 


Chairman  &  Director,  The  Scent  Shop,  Inc. 

President,  Legends  Atlantic  City 

President,  Legends  In  Concert,  Inc. 

Officer  &  Director,  Legends  in  Concert  Transportation 

0£6cer  &  Director.  Small  World  Academy,  Inc. 

Fort  Sam  Life  Insurance  Company 

Livington,  Inc. 


16.  Joe  B.  Fortson,  III 


Secretary  &  Director,  Blacklands  Agrisystems,  Inc. 

Medipark,  Inc. 

Republic  of  Texas  Company 


17.  Thomas  M.  Covert 

18.  Gerald  McKim 

19.  Thomas  E.  Foster 

20.  James  R.  Erwin 


Secretary  &  Director,  The  Providence  Group.  Inc. 


Republic  of  Texas  Company 


President  &  Director,  Financial  Resource  Management,  Inc. 
Chairman  &  Director,  Interfirst  Capital  Corporation 
NCNB  Texas 


21.  William  H.  Nuckols 


22.  Hany  B.  Bartley,  Jr. 


CEO,  Pres.  &  Director,  Hoechst  Celanese  Chemical  Group 
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23.  W.H.  Bowen,  Jr. 


President,  Camway,  Inc. 

Treasurer,  Grayson,  Inc. 

Director.  Cleburne  Masonic  Temple  Corporation 

Vice  President,  Southwestern  Bell  Telephone  Company 


24.  John  P.  Haynes 


Chairman,  National  Gypsum 


25.  Thomas  B.  Howard,  Jr.  President,  Signet  Leasing  and  Financial  Corporation 


26.  Walter  J.  Hummann,  Jr.  President,  Hunt  Investment  Corporation  of  Nevada 


27.  J.L.  Jackson 


28.  Irwin  L.  Levey 


President,  Texas  Westmont  Products  Inc. 
President,  Advantage  Systems,  Inc. 
President,  NCH  Corporation 


29.  Joseph  V.  Mariner,  Jr. 


Director,  Temtex  Industries,  Inc. 
Director,  DKM  Resources.  Inc. 
Director,  DKM  Offshore  Energy,  Inc. 
Director,  Southwest  Cafes.  Inc. 
Former  Chairman,  Hydrometals,  Inc. 
Vance,  Inc. 
El  Chico  Corporation 


30.  W.C.  McCord 


Ch.  &  President,  ENSERCH  Corp. 


31.  William  T.  Soloman 


CEO,  Austin  Industries 


32.  B.D.  St  John 


President  &  Director,  Dresser  Minerals  International 


33.  John  F.  Stephens 


President  &  Director,  Stephens  Investments,  Inc. 


( 


34.  W.  Ray  Wallace 
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President  &  Director,  Trini^  Industries  Transportation.  Inc. 
President  &  Director.  W.R.  Wallace  Oil  &  Gas,  Inc. 
Director,  Allied  Structural  Steel  C«npany 
President,  Trinity  Marine  Group,  Inc. 
President,  Trinity  Newco,  Inc. 
President,  ENSERCH  Corp. 
Lomas  Financial 
Redman  Industries 


35.  Donald  Zale 

36.  Kent  M.  Black 

37.  David  Donosky 


Chairman  &  CEO,  Zale 


President,  Rockwell  International  Corporation 


Heniy  S.  Miller  Co. 
Grub  &  Ellis  Advisors 


38.  James  A.  Middleton 


Senior  V.P.,  Atlantic  Richfield  Company 
President  &  Director,  Border  Pipe  Line 
Director,  Texas  Utilities  Company 
President  &  Director,  Arco  Alaska,  Inc. 


39.  Peter  O'Donnell,  Jr. 


233 


HOUSTON  COMPLAINT 


1.    Ronald  Brown 


Anadarko  Petroleum  Corporation 


2.    Thomas  G.  Barksdale 


3.    John  M.  Hamstra 


4.    Jon  E.  Montoya 


5.    Ken  H.  Braun 


6.    William  A.  Anderson,  Jr.      St.  Paul  Bancorporation 


7.   Thurman  Andress 


8.    Maurice  J.  Aresty 


9.    Robert  W.  Baldwin 


Rowan  Cos.  Inc. 
Enron  Power  Corp. 
Golden  Nugget  Inc. 
Harken  Energy  Group. 


10.   Gus  Block 


11.   Raymond  D.  Brochstein 


12.   Wayne  S.  Duddlesten 
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13.   John  H.  Falb 


NCNB  Corporation 


14.   George  R.  Farris 


15.   John  P.  Hansen 


X/L  Datacomp  Inc. 


16.   Murry  D.  Kennedy 


17.   Thomas  K.  Matthews,  II        Holly  Corp. 


18.   Allan  T.  Mclnnes 


19.   Joseph  F.  Meyer,  III 


20.   Thomas  M.  Orth 


21.   Robert  W.  Page 


22.   Gary  M.  Pearce 


23.   John  C.  Pope 


UAL  Corp. 

Federal  Mogul  Corporation 


24.   George  W.  Strake 


25.   Gordon  Vann  Liew 


26.   Donald  Warfield 


27-   Isabel  Brown  Wilson 
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28.   John  F.  Woodhouse 


NCNB  Corporation 
NCR  Corporation 
SYSCO  Corporation 
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MINUTES  0?  THE  REGULAR  MEETIMG  OF  THE  BOARD  OF  DIRECTORS 
or  FIRST  REPU3LICBANK  CORPORATION,  DALLAS.  TEXAS.  HELD  OM 
TUESDAY.  MAY  17.  1988.  lliOO  A.M. 


Mr.  Albert  V.  Caaey,  ChAlm»n  of  the  Boxrd.  called  the 
aeeclnt;  Co  order  and  scaced  chcc  the  purpo<«  of  the  neeclns  v«s 
for  Infomatlon  purpo««t  only  and  to  aeek  coun«el  and  advice  froa 
the  FDIC  officials.   He  then  Introduced  Me«trs.  L.  -'llllao 
Seldaan,  Chairman.  John  Doui^laa  and  John  Scone  of  :h«  FDIC. 
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Mr.  Cater  then  called  on  Mr.  Saidman,  Ch*tr=an.  TDIC,  and 
:ha  subj«cc  of  indeanlficacion  of  the  dlreccor*  va<  Incroduccd. 
Ther«  w«re  aeverxl  qu««clon«  from  ch«  dlrcccora  rel»cl.v«  co 
ind«anlf Icacion  for  dlr«ccoc«  going  forvard  wLth  th«  new  board. 
Mr.  Seidaan  replied  th»c  the  FDIC  vould  do  everychin^  poaaible  to 
protect  the  direccqri.   Re  tcated  at  thic  pceaenc  tio«  there  vac 
no  evld«nc«  that  there  v««  any  fraud  or  nismanaKeaent  and  that 
the  FDIC  did  not  plan  to  aue  any  director.   Ke  stattd  ve  want  to 
keep  thi<  Board  of  Direccora. 

Chaiman  Seidosn  and  FDIC  General  Counsel  John  Dout(la« , 
adviaed  nanagenent  and  the  directors  that  it  t«  contistent  with 
the  FDIC a  purpoaea  for  FRBC  to  honor  the  indemnity  provided  in 
the  FRBC  By-l*we  for  the  directors  and  officers  of  itself  and  its 
aubsidlariea  and  thus  for  FRBC  co  provide,  ao  loni;  at  it  is  able 
financially  to  do  so,  for  an  appropriate  defense  of  the  suits 
heretofore  filed  against  FSBC  and  certain  of  its  present  and 
foraer  officers  and  directors  (Includinj?  the  purported  class- 
action  suits  which  nalte  elatns  relatinj?'  to  the  Issusnce  of,  o^ 
CradinR  In.  FRBC  securities,  or  both).   They  also  advised  " 
sana^aaent  and  the  directors  that  the  FDIC  cannot  j;uarantee  the 
availability  of  funds  for  those  purposes,  but  the  FOlC  Intends  co 
cooperate  with  FRBC  to  pemlt  FUG  to  enter  Into  appropriate 
transactions  co  obtain  and  furnish  the  necessary  funds  for 
defending  such  suits  and  for  covering  the  "retention"  aaount 
provided  in  the  corporate  reiaburseaenc  section  of  the  FRBC 
insurance  policies. 


There  being  no  further  business  to  come  before  the  3oard, 
upon  notion  duly  made  and  seconded,  the  neetlnR  was  adjourned. 


>ec<ecSry 


ot^-txs  op*r<i 
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MINUTES  OF  THE  REGULAR  MEETING  OF  THE  BOARD  OF  DIRECTORS 
or  FIRST  REPUBLICBANK  CORPORATION,  DA-LLAS,  TEXAS.  HELD  ON 
TUESDAY,  MAY  17,  1988,  lliOO  A.M. 


Dirtetora  pr«i«nc: 

Albert  V.  C4SC7 
Janaa  R.  Adtai 
Llo^d  S.  Bovlei 
J«a«a  R.  ChAobcri.  Jr. 
Robert  L.  Crand«LI 
Wirt  D*vl«,  II 
Richard  I.  Galland 
Ed  R.  HaKx«r 
Laland  A.  Uodgct 
Janet  W.  Keaj 
Joe  M.  Kllgore 


tf.  C.  McCord 
Charlei  D.  Naeh 
Wllcon  E.  Scoct 
V.  H.  Seay 
Paul  R.  SceKtrs 
Ruch  Collins  Sharp 
VUltan  T.  Solch 
3.  A.  Stclnhaxen 
George  W.  Scrake.  Jr. 
Louie  A.  Vacera 
Alberr  B.  Wharccr..  Ill 


Dlreetori  abtent; 

Saa  Barthop 
Jaaea  D.  Berry 
H.  R.  Bright 
'Charlea  C.  Cullua 
WaTnc  Flnnell 


David  L.  Florence 
Michael  H.  Jordan 
Mark  Shepherd.  Jr. 
John  ?.  Thonpaon 
Robert  E.  Wrcoff 


Others  present: 

Peter  Ackeraan 
John  Douglas 
Lee  Drain 
Jaasa  R.  Ervln 
Jack  Johnson 
Harold  Klelnaan 
Paul  Levy 


Jack  Little 
Michael  Maney 
Jlta  Schratd«r 
L.  Wllllan  Selcnan 
John  Stone 
Ceorce  Varughese 


Mr.  Albert  V.  Casey,  Chalnaan  of  the  Board,  called  the 
taeettng  to  order  and  stated  that  the  purpose  of  the  nesting  vas 
for  Inforaatlon  purposes  only  and  to  aeek  counsel  and  advice  fron 
the  FDIC  officials.   He  then  Introduced  Messrs.  L.  William 
Seldman,  Chalraan,  John  Douglas  and  John  Stone  of  the  FDIC. 

Mr.  Casey  called  on  Mr.  Peter  Ackeroan  of  Orexel,  Bumhao  (t 
Laabert,  who  along  with  Paul  Levy  discussed  the  Corporate 
Restructuring  Plan. 


Keatruccurina  f ii 

PERSONAL  M 
CONFIDENTIAL 
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Hr.  CAcey  then  called  on  Mr.  SaldmAn, 


If 


ch«  ■ubj«ee  of  indeanlflcacloa  o£  the  dlcec 
Thcrt  wart  several  quasclona  froa  ch«  dlrce 
indtanlfleacioQ  for  dlraetora  K^ins  forvard 
Mr.  Scldaan  rtplied  that  the  FDIC  would  do 
procecc  ch«  diraecora.  Ba  atatad  ac  thla  p 
no  evidanea  that  chare  vaa  any  fraud  or  ala 
the  FDIC  did  noe  plan  to  aua  any  dlraccor* 
keep  chti  Board  of  Dlreetora. 


Chalrvan.  rDlC,  and 
cort  vu  tncroductd. 
eon  relative  to 

with  the  new  board, 
everything  poeatble  to 
reaenc  tlae  there  vaa 
aanai(eaant  and  that 

Ha  atatad  vevant  to 


Chalman  Saldaan  and  FDIC  Ganeral  Counael  John  Doa^tlaa, 
advlted  nanaganant  and  the  dlreetora  that  It  la  conalatiint  with 
the  FOIC'a  purpoaes  for  FRBC  to  honor  tha  Indeanlcy  provided  In 
the  FRBC  By^lava  for  tha  dlreetora  and  effleara  of  Itaalf  and  Ita 
subaldiarlaa  and  thua  for  FRBC  to  provide,  ao  loni(  as  It  Is  able 
financially  to  do  ao,  for  an  appropriate  defense  of  the  suits 
htrctoforc  filed  aiiainat  FRBC  and  certain  of  Its  prasent  and 
foraer  offieara  and  directors  (including  the  purported  elaaa* 
action  aults  which  ealca  elalas  relating  to  the  Issuance  of,  o^ 
trading  in,  FRBC  aeeuritiea,  or  both)..  They  alao  advised  ' 
aanaiiaaene  and  the  diractora  that  the  FDIC  cannoc  guarantee  the 
availability  of  funda  for  thoae  purpoaea,  but  the  FDIC  Intends  co 
cooparate  with  FRBC  to  perait  FRBC  to  enter  into  appropriate 
transactions  to  obtain  and  furnish  the  necessary  funds  for 
defending  such  suits  and  for  covering  the  "retention"  aaount 
provided  in  the  corporate  relaburseaenc  section  of  tha  FRBC 
Inaurance  peliclea. 

Mr.  Saldaan  continued  tha  diacuas ion  about  the  restructuring 
of  Che  bank  and  dlaeuaaed  various  alcamatlvea.   He  stated  he 
thinks  Draxel,  Bumh&a  &  Laabert  haa  done  a  good  job.  but  tha 
FDIC  will  be  looking  at  other  plana  and  would  get' back  to  tha 
Board  aa  soon  aa  poaalble.  He  aaid  John  Stone  would  ba-aaaigned 
to  thla  project* 

Mr.  Caaey  told  Mr.  Seldaan  and  tha  other  FOIC  officials  that 
we  were  all  indebted  for  thea  coalng  to  neet  with  the  Board. 

There  being  no  further  buaineaa  to  eoae  before  the  Board, 
upon  notion  duly  aada  and  aacondad.  the  aeccing  was  adjourned. 
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Nationa!  Union  Fire  hsu    ce  Company 
of  Pittsburgh,  Pa. 

EXECUTIVE  OFFICES  ^ 

70  Pine  S.ree.,  New  Yo.k,  N.Y.  10270                                                                              ^l[f>  :::',;r..^.r.^::;:,'G,o.= 
212/770-7000  

Direc:  Dial:  212/770- li.°°_ 


June  27,  1988 


Mark  Rosen 

Deputy  General  Counsel 

Federal  Deposit  Insurance 

Corporation 

550  -  17th.  Street,  N.W. 

Legal  Division,  Room  3034 

Washington,  D.C.    20429 

Re:   First  Republic  Corporation 
Our  File  No.:   12070-3365 

Dear  Mark: 

I  am  writing  in  reference  to  our  discussions  at  the 
meeting  on  June  13th,  and  the  subsequent  telephone 
conversations  with  our  counsel. 

As  explained  to  you.  National  Union  has  agreed  to  issue 
to  First  Republic  Corporation  a  Directors  and  Officers 
liability  insurance  policy  with  a  corporate  retention  of  SIC 
million,  and  has  previously  issued  a  policy  with  the  sar.e 
corporate  retention  for  an  earlier  period. 

National  Union  desires  that  First  Republic  Corporation 
satisfy  the  retention  provided  in  the  Directors'  and 
Officers'  liability  insurance  policies  issued  to  the  fullest; 
extent  permitted  by  applicable  law. 

The  First  Republic  Corporation  has  indicated  to  us,  and 
our  subsequent  conversations  have  confirmed,  that  the  FDIC 
will  not  oppose  First  Republic  Corporation's  cr-any  of  its 
subsidiary's  honoring  the  indemnity  provided  for  in  their 
charters  and  bylaws,  or  other  agreements  entered  into 
pursuant  thereto  so  long  as  they  are  legally  able  to  do  -zo. 
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Mark  Rosen 

Deputy  General  Counsel 

June  27,  1988 

Page  2 


My  understanding  is  that  in  this  connection,  the  FDIC  is 
willing,  subject  to  the  following  qualifications,  to  provide 
any  necessary  consents  under  any  agreements  which  now  or 
thereafter  may  exist  between  First  Republic  Corporation  and 
the  FDIC  to  facilitate  the  above-described  indemnifications 
by  First  Republic  Corporation  or  its  subsidiaries.   I 
understand  that  the  FDIC  does  not,  and  cannot,  guarantee 
that  such  indemnifications  will  bt  paid.   I  further 
understand  that  should  First  Republic  Corporation  become 
subject  to  a  bankruptcy  proceeding,  or  should  any  of  its 
subsidiaries  be  declared  insolvent,  the  FDIC  will  have  no 
further  commitment  to  consent  to  any  indemnification  by  (a) 
the  entity  which  is  insolvent  or  in  bankruptcy  or  (b)  any 
attempt  by  the  entity  which  IS  insolvent  or  in  bankruptcy  tc 
obtain  funds  from  any  other  member  of  the  Firsr  Republic 
system  for  the  purpose  of  indemnifying  directors  and 
officers  of  that  entity.   Although  the  FDIC  will  not  have 
any  obligation  to  consent  to'  any  indemnification  in  the 
situation  described  in  (a)  and  (b)  above,  it  wiH  consider 
such  situation  on  a  case  by  case  basis. 

In  order  to  confirm  our  agreement,  please  sign  the 
enclosed  copy  of  this  letter  in  the  space  provided  and 
return  it  to  me. 


Very  truly  yours, 
Thomas  Taylor 


Enc. 

cc:   Mr.  Jack  Johnson 

First  Republic  Bank 


Agreed: 

Federal  Deposit  Insurance  Corporation 


Bv^ 
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EXCERPTS  FROM  THE  DEPOSITION  OF  ALBERT  V.  CASEY 

PERTAINING  TO  ASSURANCES  GIVEN  BY  SEIDMAN 

AND  FACTORS  OF  THE  FRBC  COLLAPSE 

May  18  and  19, 1992 


pages  102-104 

Mr.  Casey  recalls  that  he  met  with  Mr.  Seidman  sometime  in  the 
fall  of  1991  after  the  FDIC  suits  were  filed,  and  Mr.  Casey  stated 
the  following  with  regard  to  that  discussion: 

X.  I  brought  up  the  general  subject  and  I  said  how  can  they 
file  a  suit  against  these  people  when  the  FDIC,  as  personified 
by  you,  and  your  general  counsel  present  said  you  weren't 
going  to  sue  them?  And  he  said,  Al,  I  have  been  told  that  I 
must  recluse  myself.  I  cannot  discuss  it.  And  we  dropped  the 
matter.  I  can't  discuss  it  any  further,  that's  what  he  said. 


pages  113-124 

Mr.  Casey  indicates  that  it  is  his  belief  that  Mr.  Seidman 
came  to  Dallas  in  May  1988  to  convince  the  members  of  the  board  to 
stay  on  because  some  of  them  wanted  to  resign  and  in  order  to 
induce  them  to  stay  on  the  board,  Mr.  Seidman  was  going  to  assure 
them  that  they  would  not  be  sued. 

Specifically,  the  deposition  testimony  reflects  this  exchange: 

A.  I  think  he  spoke  in  reply  to  a  director  who 
said  why  the  hell  should  we  stay  on  the  board 
and  take  further  exposure  if  you  are  going  to 
sue  us  anyway.   Now  that's  it,  not  exactly. 

Q.  That's  fine. 

A.  And  Seidman  said  what  he  said.  There  is  no 
evidence  of  either  this  or  that  so  there  were 
no  plans  to  sue  the  directors  and  we  would 
like  you  to  stay  on  the  board.  Now  again 
that's  paraphrasing. 

Mr.  Casey  was  then  asked  whether  Mr.  Seidman's  statement  that 
the  directors  would  not  be  sued  caused  some  of  the  directors  to 
stay  on  the  board  and  Mr.  Casey  answered  "absolutely". 
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pages  224-226 

Further  discussion  pertaining  to  the  fact  that  the  FDIC  wanted 
the  outside  directors  to  say  on  the  board,  Casey  states:  "because 
they  wanted  to  give  an  appearance  to  the  conanunity  of  stability  and 
marching  forward  as  a  unit,  and  not  showing  any  disturbance." 
Casey  further  states  that  the  outside  directors  were  highly 
respected  in  the  conmunity  because  their  of  conduct  and  integrity. 
Lastly,  Casey  cannot  recall  any  suggestion  by  the  FDIC  that  the 
conduct  of  the  bank's  outside  directors  was  the  source  of  any 
problems  the  bzmk  had. 

paqgg  244-2g3 

Casey  states  that  he  does  not  blame  the  outside  directors  for 
the  losses  suffered  by  the  bank.  Casey  states  that;  "As  I  told  you 
earlier,  the  blame  should  be  thrown  at  the  Congress  for  the  '81  and 
'86  acts  and  for  the  general  depression  of  the  real  estate  market." 
Mr.  Casey  also  stated  that  he  was  particularly  surprised  by  the 
extent,  the  depth  and  the  length  of  the  real  estate  recession  that 
hit  Texas  and  other  places  in  the  mid-to-late  80 's. 

Mr.  Casey  then  describes  how  the  two  tax  acts  adversely 
affected  banJcs.  The  '81  act  allowed  thrifts  to  enter  into  land 
development  <md  commercial  buildings,  allowing  then  to  enter  into 
areas  they  hadn't  had  experience  nor  had  the  regulators  had  the 
experience  in  regulating  land  developments  and  prospects  which  gave 
the  banks  a  new  competitor  and  provided  tax  breaks  in  the  form  of 
passive  income  and  write-offs.  With  respect  to  the  '86  act,  Mr. 
Casey  stated  that  Congress  abruptly  removed  the  ability  to  write- 
off passive  Income  which  causes  the  sources  of  capital  to  dry  up 
having  the  effect  of  a  precipitous  drop  in.  the  value  of  collateral. 
So  the  investor  had  to  either  put  up  more  collateral  or  lose  the 
original  capital  or  at  least  lose  his  collateral.  Mr.  Casey 
further  stated  that  the  passage  of  the  '86  act  cut  real  estate 
values  by  30  percent  across  the  board. 

pages  293-304 

When  asked  what  was  Mr.  Casey's  personal  reaction  when  he 
learned  that  the  bank  directors  had  been  sued,  Mr.  Casey  stated 
that  he  was  extremely  disappointed  because  "I  think  that  they  have 
reacted  positively  to  "Seidman's  plea"  to  stay  on  the  board.  "I 
don't  know  *»hat  aore  they  could  have  done".  "I  just  don't  know 
they  did  anything  wrong". 

Mr.  Casey  states  that  although  he  disagrees  with  the  "line  of 

'2' 
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business"  approach  he  does  not  believe  that  when  this  approach  was 
adopted  by  the  board  that  it  was  a  breach  of  fiduciary  duty  or 
negligence. 

pages  386-395 

Discussion  with  respect  the  to  the  May  18,  1998  meeting,  Mr. 
Casey  stated  that  Mr.  Seidman  appeared  before  the  board  of  the 
holding  company,  the  minutes  of  the  meeting  reflect  that  the  Mr. 
Seidman  stated  at  the  present  time  there  was  no  evidence  that  there 
was  any  fraud  or  mismanagement  and  that  the  FDIC  did  not  plan  to 
sue  any  director". 

pages  416-419 

Mr.  Casey  further  states  that  he  believed  that  Mr.  Seidman 's 
statement  pertaining  to  no  evidence  of  fraud  and  mismanagement 
pertained  to  both  the  bank  directors  as  well  as  the  holding  company 
directors. 


page  437 

When  asked  again  about  his  testimony  on  the  subject  of  whether 
or  not  Mr.  Seidman  was  referring  to  the  board  of  the  Dallas  bank  , 
as  well  as  the  holding  company,  Mr.  Casey  responds:  "Yes,  I  did 
because  he  said  he  would  not  sue  any  director.  To  my  mind,  that's 
any  director  of  any  subsidiary. 


3- 
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102 

1  Q.   Did  he  indicate  who  those  other  people  were? 

2  A.   Mo. 

3  Q.   Could  it  have  been  Mr.  Seidmam  himself? 

4  A.   Presxjoably  it  could  be.  It  could  be  anybody,  I 

5  don't  know. 

6  Q.   Do  you  know  of  anyone  else  that's  talked  to 

7  Mr.  Seidsian  concerning  idiat  Mr.  Seidsum  did,  in  fact,  say 

8  in  May  of  1988,  do  you  know  of  anyone? 

9  •   A.   Yes. 

10  Q.   Who? 

11  A.   Me. 

12  Q.   When  did  you  have  your  conversation? 

13  A.   We  had  a  conversation  in  his  office. 

14  Q.   When? 

15  A.    Oh. 

1£  Q.   Z  mean  tihen? 

17  A.   Before  Z  took  this  job  it  «ras  last  fall. 

18  Q.   After  this  lawsuit  was  filed? 

19  A.   -Yea. 

20  Q.   Tell  the  court  and  the  jury  please  sir.   While 

21  this  is  going  to  be  recorded  tell  the  court  and  the  jury 

22  please  sir«  all  you  can  recall  about  your  conversation 
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1  with  Mr.  Seldnan  lasc  fall. 

2  A.   Sure. 

3  Q.   After  this  case  %fas  filed,  tell  who  brought  it 

4  up,  who  originated  the  conference. 

5  A.   I  brought  it  up.   I  went  in  to  see  him  and  we 

6  had  some  other  business  because  he  was  trying  to  get  me  to 

7  come  over  here.  He  was  on  the  selection  committee  for  the 
e  ITC  for  this  job  and  he  asked  me  to  come  in  smd  see  him 

9  about  it  and  I  did.   I  brought  up  the  sxibject  of  his 

10  remarks  at  the  Republic  board  meeting,  and  I  said,  you 

11  know  -- 

12  Q.   If  you  would  just  explain.  Let's  suppose  I'm 

13  Bill  Seidman  and  you're  talking  to  me  about  this,  explain 

14  to  the  court  amd  the  jury,  please,  sir,  how  you  brought  it 

15  up  and  what  you  said  and  what  Mr.  Seidman  said. 

16  A.   I  brought  up  the  general  subject  and  I  said  how 

17  can  they  file  a  suit  against  these  people  when  the  FDIC, 

18  as  personified  by  you,  and  your  general  counsel  present 

19  said  you  weren't  going  to  sue  them?  And  he  said,  Al,  I 

20  hi^ve  been  told  that  I  must  recluse  myself.   Z  cannot 

21  discuss  it.  And  we  dropped  the  matter.  I  can't  discuss 

22  it  any  further,  that's  what  he  said. 
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Q.   'Who  told  him,  why  is  he  --  why? 

A.   I  said  why  are  you  reclused?  And  he  said, 
because  evidently  a  feeling  that  I  have  developed  close 
personal  relationships  with  peurties  involved  in  the  case. 
I  said,  how.  Bill?  I  am  the  only  one  you've  developed  a 
close  personal  relationship  with.  He  says,  Al,  I  can't 
talk. 

Q.   So  did  he  say  his  attorneys  were  advising  him  or 
was  it  someone  -- 

A.   No.  No,  he  didn't  say,  just  what  I  told  you  is 
what  happened. 

Q.   I  was  just  trying  Co  see  if  there  v&a   anybody  -• 

A.   What  I  mean  is  I  knew  this  %/as  going  to  come  up 
and  I've  tried  to  be  careful  and  precise  about  it.   I 
respect  both  Bill  Seidman  very  much.  Ee's  a  good  friend 
and  he's  got  infinite  taste  in  executives  ••he  hired  me 
for  this  job. 

(Discussion  off  the  record.) 
BY  MR.  PAYNE: 

Q.   Do  you  know  Mr.  Seidman  to  be  truthful? 

A.   Know  him  to  be  truthful? 

Q.   Yes. 
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1  told  the  bank  beforeh£md  that  Mr.  Seldman  tfas  coming  down« 

2  the  bank  directors. 

3  MR.  MDRPHY:  Objection. 

4  BY  MR.  PAYNB: 

5  Q.   In  other  words  they  were  advised  by  you  that 
C  Mr.  Seldnan  was  coming  do%m. 

7  A.   Yes,  yes. 

8  MR.  MDRPHY:  Objection  to  the  form  of  the 

9  question. 

10  BY  MR.  PAYNE: 

11  Q.   Well,  then,  can  you  tell  the  ladies  and 

12  gentlemen  of  the  jury  why  It  tras  that  you  decided  to 

13  contact  Mr.  Seldmzm  about  this  --  I'm  talking  about  now  in 

14  1988. 

15  A.   Because  I  %^s  being  --'oh,  1988. 

16  Q.   Yes,  sir. 

17  A..   I  didn't  •-  he  contacted  me.  What  he  did  is 

18  when  he  said  if  you  take  the  job,  you  know,  I'm  going  to 

19  help  you.'  I'm  going 'to  do  this,  I'm  going  to  do  that. 

20  Q.   Now,  I'm  not  talking  about  i^en  he  came  to 

21  Dallas,  the  events  that  led  up  to  Dallas,  the  Dallas  trip 

22  of  Mr.  Seldman. 
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1  A.       Zb  May  of  '88. 

2  Q.       T«a. 

3  A.       B*  volxinteered. 

4  Q.       Ma^M  Z  jisnped  at  this. 

5  A.       B«  voltiBtcered  to  cone. 

6 .       Q.   Aad  why  did  be  want  to  cone? 

7  A.   JUst  to  be  supportive  of  me  and  belpful.  Be 

8  felt  responeible  for  me  taking  on  the  aasignaent  and  so 

9  forth. 

10  Q.   Did  you  know  in  advance  that  there  was  a  reason 

11  for  hiffl  cooing  other  than  that?  Z  mean,  that  he  might 

12  have  been  alarmed  by  your  directors,  for  exao^le. 

13  MR.  MDRPHY:  1  Object  to  the  form  of  the 

14  question. 

15  TBB  WZTOESS;   No,  no. 

16  BY  MR.  PAYMB: 

17  Q.   Were  your  directors  nervous? 

18  H.       No.  Not  that  Z'm  aware  of. 

19  Q.  .So  you're  saying  that  this  %ras  Mr.  Seidman's  own 

20  voluntary  •• 

21  A.   To  be  supportive  of,  to  be  supportive  of  me, 

22  yes. 
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1  Q.   Now  when  Mr.  Seidnain  before  be  came  dovm,  did  be 

2  indicate  to  you  what  be  was  going  to  say? 

3  A.   My  best  memory  is  no.  I  woxild  take  his  memory 

4  over  mine,  but  •- 

5  Q.   But  prior  to  that  time,  if  you  had  told  the  bank 

6  directors  that  he  was  coming,  *fas  this  to  allay  some 

7  nervousness  that  they  bad? 

8  MR.  MURPHY:  Object  to  the  form  of  the  question. 

9  THE  WITNESS:   1  think  he  thought  he  vanted  to- 

10  convince  them  to  my  mind  because  he  said  to  stay  on  the 

11  board,  some  of  them  wanted  to  resign. 

12  BY  MR.  PAYNE: 

13  Q.   And  in  order  to  keep  them  to  stay  on  the  board 

14  he  was  going  to  assure  them  that  they  were  not  going  to  be 

15  sued,  is  that  right? 

16  MR.  MORPHY:  I  object  to  the  form. 

17  THE  WITNESS:  That  was  the  general  idea. 

18  BY  MR.  PAYNE: 

19  Q.   -So  now  then,  when  --  let  me  say  this  and  I  think 

20  you've  indicated  earlier  that  you  don't  know  exactly  when 

21  you  met  with  him  in  New  York,  is  that  vhevB   it  was,  but 

22  you  don't  know  whether  it  was  before  or  after? 
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A.   I  don't  know  whether  it  was  before  or  after. 

Q.   Right,  and  I'll  take  first  then,  since  you  don't 
know  what  was  said  then  at  the  meeting  in  New  York  about, 
again,  about  irtiat  he  was  going  to  do  and  why  he  wanted  the 
directors  to  stay  on.  .  Jxxst  give  us  a  flavor,  please,  sir, 
if  you  will. 

A.   That  wasn't  the  subject  of  the  Mew  York  meeting. 

Q.   Oh,  Z  see. 

A.   The  subject  of  the  New  York  meeting  "was  the  • 
•recapitalization  and  the  possible  form  that  the  seizure  of 
the  bank  by  the  regulators  may  take. 

Q.   Z  get  it. 

A.   See  we  didn't  have  the  structure  we  have  today. 

Q.   Z  would  like  to  find  put  then,  sir,  before  you 
actvially  walked  into  the  room  with  all  of  the  directors, 
what  did  you  know,  if  anything  that  Mr.  Seidman  was  going 
to  say  and  so  far  as  anything  having  to  do  with  keeping 
the  diractors  on  board  or  not  being  sued,  jxist  tell  us. 

A.  *I  didn't  know  what  he  was  liable  to  say.  1 
didn't  hava  the  slightest  idea. 

Q.   Mow,  than,  was  this  at  a  full  board  meeting 
that,  Z  aaaa,  a  callad  board  aeatiag,  or  did  this  just 
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1  happen  to  be  an  Informal  type  of  meeting? 

2  A.   Z  believe  it  «ras  a  called  board  meeting  because 

3  I  said  there's  confusion  whether  it  vas  a  holding  con^any, 

4  bank,  or  the  both.  My  memory  is  it  was  both. 

5  Q.   Olcay.  Now,  with  respect  to  that  particular 

6  meeting  can  you  give  xis,  as  best  you  recall,  now  what 

7  Mr.  Seidman  said  at  the  board  meeting? 

8  A.   I  think  he  spoke  in  reply  to  a  director  who  said 

9  why  the  hell  should  we  stay  on  the  board  and  taJce  further 

10  exposure  if  you  are  going  to  sue  us  anyway.  Now,  that's 

11  it,  not  exactly. 

12  Q.   That's  fine. 

13  A.   And  Seidman  said  what  he  said.  There  was  no 

14  evidence  of  either  this  or  that  so  there  were  no  plams  to 

15  sue  the  directors  and  we  would  like  you  to  stay  on  the 

16  board.  Now  again  that's  paraphrasing. 

17  Q.   How  long  a  discussion  did  Mr.  Seidman  have  with 
16  the  board  on  that  occasion? 

19  A.   'On  the  subject  or  the  t^ole  board? 

20  Q.   The  whole. 

21  A.   .The  board  meeting,  well  Z  would  guess  1-1/2 

22  hours,  or  something  like  that.  Z  don't  remember. 
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Q.   'Old  he  discuss  •- 

A.   It  wasn't  brief. 

Q.   And  was  --  I'm  trying  to  get  the  general  areas 
of  discussion. 

A.   Sure. 

Q.   At  that  meeting  when  he  was  present,  what  ti^is 
the  general  nature  of  the  --  that's  one  sxibject,  what  are 
the  other  subjects? 

A.   Well,  again  I  think  he  tedked  about  the  possible 
form  that  it  might  take,  you  know,  the  seinire  of  the  bank. 
by  the  government,  whether  we  could  possibly  come  out  amd 
reorganize  ourselves  or  whether  it  would  be  taJcen  over  by 
amother  bank  or  taiken  over  in  the  form  of  a 
conservatorship  or  interim  arrangement.   I  think  that's 
what  we  talked  about. 

Q.   So  basicailly  then,  there  were  two  subject 
matters  then,  as  best  you  cam  recaQl.  What  you  are 
calling  recapitalization  amd  the  other  one  having  to  do 
with  assurances  to  the  directors. 
A.   Yes. 

MR.  MDRPHY:  Object  to  the  form  of  the  question. 
THB  WITNESS:  There  coxild  have  been  more,  but  I 
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1  don't  recall  thoa«. 

2  BY  MR.  PAYNS: 

3  Q.   At  that  tine  had  the  Mercer  report  been 

4  furnished  to  you? • 

5  A.   Let's  get  this  straight.  Ee  cane  down  on  May 

6  16th  or  sanething  like  that. 

7  Q.   Yes. 

8  A.   Z  go^  the  Ms'rcer  report  the  next  day. 

9  Q.   So  did  you  already  though  know  what  it  was 

10  saying? 

11  A.   No. 

12  Q.   Did  any  of  the  directors  know  what  it  was  going 

13  to  say? 

14  A.   No.  Z  assune  Mr.  Seidnan  did  because  he  always 

15  received  the  drafts  of  all  of  those. 

16  Q.   Did  any  of  the  directors,  had  they  expressed 

17  their  sane  concern  to  you  and  that  is  «diether  or  not  they 

18  were  going  to  be  sued  before  that  oieeting? 

19  *MR.  MDRPHYt  Z  want  to  object  to  the  fozn  of  the 

20  question. 

21  TBM  NZTNBSS:  Z  don't  know. 

22  BT  MR.  PAYHB: 
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Q.  -I'm  just  trying  to  get  this  idea,  just  if 
Bomeone  asked  a  question  that  wzisn't  a  brand  new  subject, 
tras  it  as  to  whether  or  not  they  were  going  to  get  sued? 

MR.  MURPHY:  I  object  to  the  form  of  the 
question. 

TEE  wmiESS:  Z  think  you're  right.  It  %^s  not 
a  brand  new  subject. 

BY  MR.  PAYNE: 
Q.   It  was  a  brand  new  sxibject? 
A.   It  was  not. 

Q.   It  was  not  a  brand  new  8;ibject.  Do  you  feel 
that  that  statement  of  Mr.  Seidman  cavised  some  of  the 
directors  to  stay  on  the  board? 

MR.  MURPHY:   Object  to  the  form  of  the  question. 
TEE  WITNESS:   Absolutely. 
BY  MR,  PAYNE: 
Q.   Did  you  ever,  in  your  discussion  that  you  did 
have  %rith  Mr.  Seidman  here  in  Washington,  D.C.,  did  you 
tell  him  that  his  statement  caused  some  of  the  board 
members  to  stay  on  board? 

A.   No,  Z  didn't.  He  didn't  want  to  discuss  the 
subject.  Ee  said  he  «#a8  recluse. 
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1  Q.      '8o  htt  didn't.  Z'n  not  aslcing  for  his  opinions 

2  of  what  was  said,  Z'm  jixst  asking  a  statenent  as  to  %rtiat 

3  the  particular  statement  by  him  accomplished.  Did  you 

4  happen  to  mention  that? 

5  MR.  MDRPHY:  Object  to  the  form. 

6  BY  MR.  PAYNB: 

7  Q.   Did  you  say  something  to  the  effect:  look.  Bill, 
B  you  made  this  statement. 

9        A.   Yes.  Yes. 

10  Q.   You  got'my  people  to  stay  on  board  and  then  you 

11  sued  them. 

12  A.    Yes. 

13  MR.  HDRPHY:  Object  to  the  form  of  the  question. 

14  THE  WITNESS:   I  honestly  didn't  think  that  far. 

15  BY  MR.  PAYNE: 

16.       Q.   After  his  statement  «ras  made  to  the  board  again, 

17  I'm  referring  just  to  this  one  matter,  did  you  and  he  ever 

18  have  any  other  discussions  during  the  coxirse  ••  and  I 

19  recognize  you  were  constantly  dealing  with  him,  or  may 

20  have  been,  I'm  sorry.  But  did  you  have  any  discussions  at 

21  all  about. that  particular  matter  until  the  recent,  the 

22  conversation  that'  you  had  with  him  last  fall? 
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A.   None  that  I  recall. 

Q.   Nov,  with  respect  to  anyone  else  other  thaa  the 
members  of  the  board  as  you've  said,  on  that  occasion  and 
sxibsequent  occasions,  other  than  members  of  the  board, 
have  you  ever  also  relayed  this  to  others? 

A.   I  would  have  to  think  and  reflect  as  a  piece  of 
the  history  and  the  story.  I  could  possibly  not,  not  that 
I  can  recall. 

Q.   You  are  aware  that  this  matter,  or  maybe  are  you 
aware  that  this  matter  and  the  conversation  with 
Mr.  Seldman.  to  the  board  of  directors  of  Republic  has  been 
the  subject  matter  of  newspaper  articles  and/or  articles 
In  magazines? 

A.   I've  never  seen  them. 

Q.   You've  never  seen  them. 

A.   Eas  It  been  written? 

Q.   Yes,  they  have. 

Ai   That's  funny,  I  didn't  hear  about  it,  but  no,  X 
don't. 

Q.  You  are  not  a%rare  of  it,  ail  right,  sir.  So  and 
Z  guess  you've  never  heard  the  reason,  if  any,  that  exists 
idxy  Mr.  Seldman  has  never  rebutted  that  publicly. 


258 


123 

1  'MR.  MDRPHY:   I  object  to  the  form  of  the 

2  question. 

3  BY  MR.  PAYNE: 

4  Q.   He's  never  indicated  to  you  one  way  or  the  other 

5  way,  he's  not  rebutted  it. 

6  A.   No,  no. 

7  'MR.  MDRPHY:  Z  object  to  the  fom  of  the 

8  question. 

9  BY  MR.  PAYNE: 

10  Q.   Now  you  mentioned  earlier  that  this  was 

11  mentioned  again  at  other  points  in  time.  Coxild  you 

12  indicate,  please,  air,  as  best  you  recall,  and  I'm  sorry 

13  I'm  testing  your  memory  so  much  today,  but  it  is 

14  isportamt.  Are  there  times  when  you  do  recall  that  this 

15  matter  of  the  Seidman  conversation  %rais  again  talked  about? 

16  A.   At  least  once  or  twice,  maybe  it  was  once  or 

17  three  times,  when  we  had  the  Republic  Bank  Holding  Compamy 

18  ongoing  board  meetings.  They  were  holding  them  in  Gibson, 

19  down  in  Crutch's  office  across  the  street.  You  know,  the 

20  directors  gathered  and  they  have  a  atp  of  coffee  or  bun  or 

21  you  know,  irtiile  we  are  %raiting  for  the  quorum  to  get 

22  there,  juat  that  type  of  discussion  possibly  down  the 
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street,  and  I  don't  recall  it  being  the  sxibject  it  might 
have  been. 

Z  don't  recall  it  being  a  siobject  during  the 
board  meeting  per  me.     Zt  «ras  sort  of  an  informal  get 
together  discussion. 

Q.   How  woxild  it  come  up/  wotild  it  be  a  fact  that 
this  particulair  director  or  director's  group  wa^  becoming 
nervous  about  it  or  why  would  it  be  rehashed  again,  and 
then  again,  and  again? 

MR.  HDRPHY:  Object  to  the  form  of  the  'question. 

THE  WITNESS:  I  don't  honestly  )cnow.  Z  think 
it's  because  directors  were  failling  off  and  people  would 
use  that  as  reasons  to  hang  on,  Z  guess.  It's  a 
conjecture. 

BY  MR.  PAYNE: 
Q.   And  at  the  bank  level,  as  well  as  the  holding 
coo5>any  level  -- 

MR.  MURPHY:  Z  Object  to  the  form  of  the 
question.* 

TBE  WZTNESS:  Z  dealt  so  much  more  with  the 
holding  coo;>any.  Z  automatically  associated  with  the 
holding  coo^any. 
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1  question. ' 

2  BY  MR.  McKOOL: 

3  Q.   Well  let  me  ask  it  a  different  way  since  counsel 

4  objects.  Vfho  had  been  studying  bank  policies  and 

5  practices  and  procedures  and  operation  longer,  you  or  the 

6  FDIC? 

7  MR.  MURPHY:   I  object  to  the  form  of  the 

8  question  and   the  foundation. 

9  (Discussion  off  the  record.) 

10  THE  HI117ESS:   Yes.  they  had  been  studying. 

11  BY  MR.  McKOOL: 

12  Q.    The  FDIC. 

13  A.   Sure. 

14  Q.   And  in  terms  of  what  they  offered  you  as  the  new 

15  chief  executive,  there  was  not  a  single  suggestion  that 

16  you  dismiss  a  single  outside  director  of  the  lead  bank. 

17  Is  that  a- fact? 

18  MR.  MURPHY:  Objection  to  the  form. 

19  "THE  WITOBSS:   The  subject  didn't  come  --  even 

20  come  up  from  the  FDIC. 

21  BY  MR.  McKOOL: 

22  Q.   In  fact,  do  you  recall  them  even  criticizing  the 
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conduct  of  the  outside  directors? 

A.   No.  They  actually  %ranted  the  outside  directors 
to  stay  on  the  board. 

MR.  MORPHY:   Objection  to  the  form. 
BY  MR.  McKOOL: 

Q.   Why  is  that? 

A.  Becaxise  they  wemted  to  give  an  appearance  to  the 
comtminity  of  stability  and  inarching  forward  as  a  unit,  and 
not  showing  amy  disturbamce. 

Q.   And  the  people  who  were  outside  directors  of  the 
lead  bank,  were  they  highly  respected  people  in  the 
community? 

A.   Yes,  I  would  say  so. 

Q.   And  from  your  knowledge  of  them,  would  you  say 
they  were  highly  respected  people  in  their  community  for  a 
good  reason? 

A.  .  Yes. 

Q.   Because  their  conduct  and  integrity  would  lead 
one  to  the  conclusion  that  they  should  be  highly 
respected,  correct? 

A.  ThAt'B   true. 

Q.   Now  I  vanz   you  to  try  to  remember  back,  because 
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1  this  is  important  to  my  clients  and  those  of  the  other 

2  lawyers  here.  Do  you  remember  any  criticism  by  the  FDIC. 

3  in  your  conversations,  of  the  outside  directors? 

4  MR.  MDRPHY:  Objection.  You're  not  even 

5  describing  'what  outside  directors  you're  talking  about. 
S  MR.  McKOOL:  All  --any  of  them. 

7  MR.  MURPHY:  Bank,  bank  subsidiaries,  all 

8  subsidiaries .  • 

9  BY  MR.  McKOOL: 

10  Q.   Bank,  lead  bank,  outside  directors,  any 

11  criticism  you  can  remember? 

12  A.   No,  sir. 

3^3  Q.   Now  do  you  remember  any  suggestion  by  the  FDIC 

14  that  the  conduct  of  the  bank's  outside  directors  was  the 

15  source  of  any  of  the  problems  that  the  bank  had? 

j^g  MR.  MORPHY:  Objection  to  the  form  of  the 

17  question.. 

13  TOE  WITNBSS:  The  conduct  of  the  outside 

19  directortf;  not  that  Z  can  recall. 

20  BY  MR.  McKOOL: 

21  Q.   Mow  I  asked  you  a  moment  ago  about  bank  policies 

22  in  varioua  regards.  I  want  to  turn  our  attention  now  to 
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A.   'Yes.  It's  good  that  he's  willing  to  give  that 
time  for  the  bank. 

Q.   Mow  ttxming  to  the  bofurd  of  Republicfiank,  did 
you  personally  blame  the  outside  directors  for  the  losses 
suffered  by  the  bank? 

MR.  MDRPRY:  Objection.  Foundation,  form  of  the 
question. 

TEE  \nTflESS:     No,  I  didn't  personally  blame 
them.  •  • 

BY  MR.  McKOOL: 
Q.   Prom  your  e^erience  in  the  First  Repiiblic 
system,  did  you  ever  feel  that  the  blame  should  be  thrown 
at  their  feet? 

MR.  MURPHY:   Objection.  Form  of  the  question 
and  foundation. 

THE  WITNESS:  No.  As  I  told  you  earlier,  the 
blame  should  be  thrown  at  the  Congress  for  the  '81  and  '86 
acts  and  for  the  general  depression  of  the  real  estate 
market. 

BY  MR.  McKOOL: 
Q.   And  those  were  the  reasons  for  the  problems. 
A.   To  By  mind.  And  I've  learned  that  even  more  so 
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1  since  I'vtt  bean  involved  with  the  thrifts  in  the  RTC. 

2  Q.   Since  you've  had  this  job  that  you  have  today. 

3  A.   Oh,  absolutely  confixned  it. 

4  Q.   And  you  have  the  analogue  or  counterpart 

5  position  to  the  head  of  the  FDIC  with  regard  to  banks. 

6  That's  true,  isn't  it? 

7  A.   Yes.  Z  think  he's  got  a  broader  Z'esponsibility. 
6  Ee's  got  a  permanent  job. 

9        Q.   He  night  not  like  that,  though. 

10  A.   Z  mean  mine's  temporary.  Z'm  a  passing  through 

11  face,  so  Z  think  there's  a  difference. 

12  Q.   But  in  terms  of  responsibility  today,  as  you  sit 

13  in  this  job. 

14  A.   Z  still  think  his  is  broader.  He  has  control 

15  over  SAFE  and  some  these  other  reserves,  things  that'  1 

16  don't  have. 

17  Q.   Mow  you  mentioned  the  real  estate  economy,  Z 

18  think  tre  talked  about  that  to  a  great  degree.  Do  you  know 

19  of  anybody  who  predicted  the  severity  taxi,  length  of  the 

20  real  estate  recession  that  hit  Texas  and  other  places  in 

21  the  mid  to  late  'SO's? 

22  A.   Mot  that  Z  know  of. 
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r       Q.   Were  you  surprised  by  it? 

2  A.   By  the  ••  oh,  yes. 

3  Q.   Z  nean  the  way  you  just  answered  can't  be 

4  captured  on  our  record.  Zt  seemed  like  you  were  saying 

5  yes,  you  definitely  were.  Is  that  true? 

6  A.   Absolutely,  absolutely. 

7  Q.   Tell  ae  what  was  surprising  about  it  to  you? 
e        A.   Well  I  think  the  extent,  the  depth,  and  the 

9  length,  those  sort  of  things,  were  surprising  to  ae.  I've 

10  been  through  real  estate  downturns  and  uptxims,  as  I  said, 

11  in  New  York  City  in  partioilar.  And  typically  they  were 

12  not  as  de«p  or  as  long.  You  would  overbuild  and  then  you 

13  would  get  absorption  and  so  forth  like  that. 

14  Q.   Now  you  mentioned  two  tax  acts.  I  trant  to 

15  e^lore  that.  You  said,  first,  the  congressional  act  that 
IS  changed  the  tax  laws  in  1981. 

17  A.   Yes.  The  6am>St  Gexaain. 

18  Q.-   First  of  all,  tell  us  what  you  understood  the 

19  changes  in  the  tax  law  were  in  that,  and,  secondly,  bow 

20  that  adversely  affected  banking. 

21  A.   Well  the  Gam- St  Germain  Act,  you  know,  opened 

22  the  doors  of  the  thrifts  to  give  them  broader  investment 
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1  opportunii:ies.  And  this  enticed  them  to  go  into  areas 

2  where  they  hadn't  had  the  e3q>erlence,  nor  had  the 

3  regulators  had  the  e^^erlence  in  regulating  land 

4  developments  and  prospects.  They're  used  to  single  homes 

5  that  sort  of  thing. 

6  And  they  could  deal  with  statistics  a  lot  more 

7  broadly  and  better,  and  it  created  the  peissive  income  over 

8  the  doctors  and  lavryers  and  dentists  and  brought  a  lot  of 

9  capital  in.  And  it  also  opened  ••  I  don't  know  about 

10  cocsnercial  banks,  but  in  thrifts  it  opened  the  door  to 

11  developer's  abtises  of  thrift  situations  to  a  disgraceful 

12  degree.  So  that's  that  one,  the  '81. 

13  The  '86,  they  turned  auround  and  instead  of  doing 

14  it  in  an  orderly,  absorbable  fashion,  if  you  will,  they 

15  wound  up  primarily  the  passive  income  and  destroyed  all 

16  sorts  of  tax  planning  and  things  like  that  had  been 

17  arranged  for.  And  jtist  ••  I  think  overnight  they  took 

18  between  25  and  30  percent  of  the  value  fron  real  estate 

19  throughout  the  TTnited.  States.  Z  really  believe  that. 

20  Q.   All  types  of  real  estate. 

21  A.   Bvery  type  of  real  estate. 

22  Q.   And  that  happened  in  1986. 
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1  A.   Right. 

2  Q.   And  it  was  late  '86,  %#a8n't  it? 

3  A.   To  be  honest,  I  don't  know. 

4  MR.  FOX:  August. 

5  MR.  McKOOL:  What  %ras  it,  August? 

6  (DiacuBsion  off  the  record.) 

7  BY  MR.  McKOOL: 

8  Q.   You  know,  we  are  going  to  have  a  jury  in  this 

9  case;  the  FDIC  has  asked  for  a  jury. 
10        A.   No,  I  didn't  Icnow  that. 

H        Q.   And  I  think  it  is  inqportant  for  them  to 

12  xinderstand  your  view  as  to  the  causes  of  these  problems, 

13  so  I  will  ask  you  to  bear  with  me  and  just  let's  go 

14  through  exactly  what  you  meamt  by  that.  You  mentioned, 

15  first  of  all,  that  in  '81  Congress  changed  the  law  to 

16  allow  broader  activities  by  thrifts. 

17  A.   That's  correct. 

IB        Q,       Now  is  it  true  that  thrifts,  prior  to  that 

19  change  dLn-the  law,  were  limited  baisically  to  mortgage 

20  activity? 

21  A.   That's  my  xinderstanding  of  the  role  of  the 

22  thrift.  That's  where  it  came  from. 
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1  Q.   And  that  the  thrift  industry  had  some  pretty 

2  severe  problems  in  the  late  '70'8,  didn't  it,  because  o£ 

3  high  interest  rates? 

4  A.   Yes. 

5  Q.   And  in  addressing  that  problem.  Congress  opened 

6  the  door  for  many  other  activities  for  thrifts.  Is  that 

7  true  or  failse? 

8  A.   Higher  rates  of  return. 

9  MR.  MORPHY:  I  Object  to  the  form. 

10  BY  MR.  McKOOL: 

11  Q.   Did  you  get  the  end  of  ny  question.  Was  that 

12  true  or  failse? 

13  A.   True. 

14  Q.   What  new  kinds  of  things  could  they  start  doing 

15  as  of  '81? 

16  A.       Z  am  by  no  means  an  ea^ert  in  this  area,  but  -- 

17 

18  MR.  MDRPHY;  I  Object  to  the  form  of  the 

19  question  and  fo\indation. 

20  .   BY  MR.  McKOOL: 

21  Q.   .Just  tell  us  what  you  can.  We're  looJcing  for 

22  all  the  help  we  can. 
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1  A.   Well  would  you  aslc  the  quesclon  again. 

2  Q.   Wbat  new.lcinds  of  things  do  you  understand  they 

3  could  do  after  the  change? 

4  MR.  MDRPHY:  Objection. 

5  7HB  WZTMBSS;  They  could  go  out  and  go  into  land 

6  development  and  coosnercial  buildings  and  condominiums  and 

7  the  whole  bit. 

8  BY  MR.  McKOOL: 

9  Q.   And  how  did  that  affect  banScs? 

10  A.   Well  it  gave  the  banks  a  new  cos^titor  because 

11  they  hadn't  been  in  that  field  before,  so  this  gave,  you 

12  know,  another  source  of  capital  to  go  into  it.  The  banks 

13  had  to  compete  against  it.       . 

14  Q.   Did  it  also  tend  to  increase  investment 

15  opportunity  and  thereby  increase' land  values? 

16  A.   Oh,  sure. 

17  MR.  MORPHY:  I  Object  to  the  form  of  the 

18  question. 

19  -BY  MR.  McKOOL: 

20  Q.   And  the  tax  laws  at  that  time,  did  they 

21  encourage  read  estate  investment? 

22  A.   You  nean  before  the  '81  act? 
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1  Q.   Before  '66.  Between  *ei  and  '86. 

2  A.   Oh,  sure.  Did  they  encourage  -- 

3  Q.   Encoxirage  real  estate  investment,  passive 

4  investment  in  real  estate? 

5  A.   Certainly. 

6  Q.   How? 

7  A.   Hell  you  had  these  conq>eting  sources  of  capital 

8  and  everybody  tried  to  get  their  money  out  into  these  read 

9  estate  developments  because  the  energy  opporttinities  were 

10  drying  up  at  that  particular  time. 

11  Q.   Do  you  know  whether  or  not  there  were  tax  breaJcs 

12  connected  with  real  estate  development  ••  re^l  estate 

13  investment,  excuse  me? 

14  A.   Of  course,  tremendous  in  the  '81  act.  As  I 

15  mentioned,  the  passive  income  and  the  writeoffs. 

16  Q.   Okay,  that's  what  I  was  getting  at.  You  said 

17  peissive  income  and  our  jury  may  not  xinderstand  all  of  the 

18  ramifications  of  that.  So  it  woxild  encoxirage  somebody  to 

19  acttially  put  their  money  into  real  estate  because  they 

20  '  would  get  preferential  treatment.  Is  that  true  or  false? 

21  A.   Exactly,  true. 

22  MR.  MURPHY:  Objection  to  the  form  of  the 
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1  question. 

2  BY  MR.  McKOOL: 

3  Q.   Then  what  Congress  did  in  '86  was  what,  with 

4  respect  to  the  tax  incentives  to  invest  in  real  estate? 

5  •  A.   Well  they  removed  the  abUity  to  write  off  this 

6  passive  income,  which  is  beyond  your  lines  of  business,  if 

7  you  will. 

e        Q.   Did  they  do  it  gradually? 
9        A.   Ho,  with  a  curtain. 

10  Q.   You're  not  telling  us  they  did  it  all  at  once? 

11  MR.  MDRPHY:  I  object  to  the  form  of  the 

12  question. 

13  THE  WITNESS:  Well  there  could  have  been  some 

14  gradation,  but  not  that  I'm  aware  of. 

15  BY  MR.  McKOOL: 

15        Q.   In  fact,  to  the  best  of  your  knowledge,  just  the 

17  day  after  the  law  was  passed. 

18  A.   Brought  down  the  curtain. 

19  Q.   Brought  do*m  the  curtain.  And  how  did  that,  in 

20  turn,  effect  land  values? 

21  A.   Well  when  you  cut  off  the  ability  to  write  off, 

22  you  are  obviously  going  to  --  that  source,  those  sources 
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1  Of  capital  are  going  to  dry  up.  In  the  meanwhile,  those 

2  people  have  borrowed  money  to  put  into  this  thing,  so  it 

3  had  a  confounding  effect  and  the  value  of  the  collateral 

4  dropped  precipitously.  So  therefore  the  investor  had  to 

5  either  put  up  more  collateral  or  lose  his  original 

6  capital,  or  at  least  lose  his  collateral. 

7  Q.   And  is  that  what  you  were  tal)cing  about  when  you 

8  said  that  the  passage  of  that  law  cut  real  estate  values 

9  30  percent  across  the  board?  .... 

10  A.   Absolutely. 

11  MR.  McKOOL:  That's  all  Z  have  for  right  now. 

12  This  is  good  stopping  place  and  it's  almost  5^00.  I'll  be 

13  happy  to  go  on  a  little  bit,  or  we  can  come  back  tomorrow 

14  morning. 

15  THE  WITNESS:   I'll  do  %^iatever  you  want  to  do. 

16  MR.  FOX:  We  just  tnmt  to  make  sure,  I  think, 

17  that  everybody  will  be  able  to  finish  tomorrow,  including 

18  these  fellows. 

19  -MR.  McKOOL:-  I  agree. 

20  THE  wmiESS:     Well  gee,   I  hope  so.     I'm  running 

21  a  business. 

22  MR.  McXOOL:  I  don't  think  that'll  be  any 


273 


293 

1  Q.   Why  were  you  concerned  about  chat?  Vlhat  was  the 

2  problem? 

3  A.   Z  believed  Seldznam's  pitch  that  it  tras  in^ortant 

4  to  have  a  continuity  both  from  the  eyes  of  the  community 

5  and  in  the  eyes  of  operations. 

6  Q.   If  you  had  had  directors  on  either  one  of  those 

7  boards  that  you  thought  was  a  negative  influence  on  the 

8  institution,  you  trouldn't  have  asked  that  person  to  stay, 

9  would  you? 

10  MR.  MDRPHY:   Object  to  the  form  of  the  question. 

11  THE  WITNESS:  I  honestly  didn't  run  into  that 

12  situation. 

13  BY  MR.  McKOOL: 

14  Q.   You  didn't  run  into  the  situation  where  you  had 

15  somebody  who  was  a  negative  influence? 

16  A.   No. 

17  Q.   What  efforts  did  you  make  to  prevent  people 

18  walking  away  from  the  bank  board  and  the  holding  con^any 

19  board? 

20  A.   We  just  offered  a  good  conscientious  effort  on 

21  my  part  to  offer  to  stay  in  touch,  offer  to  waJce   myself 

22  available  to  help  comfort  them. 
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1  Q.   Did  you  cell  them  why  you  thought  it  was 

2  important  for  them  to  stay  on? 

3  A.   Yes. 

4  Q.       Did  you  have  individual  meetings  with  directors 

5  of  the  hank   board  and  the  holding  compemy  board? 

6  '      A.   I  had  some.   I'm  not  sure  that  I  caji  remember 

7  them  all.  But  I  had  some. 

8  Q.   And  phone  calls  where  you  asked  them  to  stay? 

9  A.   I  had  phone  calls,  but  whether  I  asked  them  to  . 

10  stay  --  they  really  didn't  give  me  a  hard  time  on  trying 

11  to  leave  as  such.  They  really  didn't.  But  I  kept  coming 

12  at  them  and  at  them  how  important  it  was  for  them  to  stay. 

13  Q.   And,  were  you  the  chairman  of  any  of  the  other 

14  First  Repiiblic  Banks  besides  the  lead  bank  in  Dallas? 

15  A.   I  don't  believe  so. 

16  Q.       Now,  you  told  us  that  in  the  fall  of  1991,  just 

17  last  fall,  you  went  to  see  Bill  Seidman  to  discuss  why  he 

18  sued  the  bank  board  members.  Do  you  remember  that 

19  testinony?  . 

20  A.   No,  I  went  to  discuss  this  job.  That'.s  what  I 

21  went  for. 

22  Q.   Oh,  okay. 
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1  A.   The  other  «ras  incidental  to  that. 

2  Q.   What  vas  your  personal  reaction  when  you  first 

3  learned  that  the  bamk  directors  had  been  sued? 

4  A.   Z  «fas  extremely  disappointed. 

5  Q.   Why  was  that? 

6  A.   Because  Z  felt  they  had  been  supportive  of  me 

7  and  helpful.  Z  think  they  have  reacted  positively  to 

8  Seidman's  plea.  Z  don't  know  what  more  they  could  have 

9  done . 

10  *Q.   Did  you  know  of  anything  they'd  done  vrrong  to 

11  deserve  being  sued? 

12  A.   Z  just  don't  know  of  anything  they  did  vrcong. 

13  Q.   Did  they  undertake  any  actions  that  you  saw  that 

14  would  justify  their  being  sued? 

15  A.   Not  that  I'm  aware  of. 

16  Q.   Mow,  you  made  a  reference  just  a  moment  ago  to 

17  Seidman's  plea«  Z  think  you  called  it.  What  were  you 

9 

18  referring  to  there? 

19  A.   When  he  spoKe  to  the  board  and  asked  them  to 

20  stay  on,  he  made  the  sane  argument  that  it  was  isportant 

21  from  the  bank's  stan^oint  as  well  as  the  eooBmnity 

22  relationship  standpoint. 
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1  '    Q-       That  the  bank  board  menUsers  stay  on? 

2  A.       Oh,   yeah,    the  bank  was  a  clearinghouse  for  many 

3  hundreds  of  other  banks.     It  %/as  linportaint  for  financial 

4  stability. 

5  Q.   It  was  a  plea  basically  to  stay  on.   Is  that 

6  what  you're  saying? 

7  A.   Absolutely. 

8  Q.   To  stay  on  the  bank  board? 

9  A.   Yes.   I  get  confused  with  the  hank   board  and  the 

10  holding  cocr^any. 

11  Q.   Now,  we  talked  yesterday  about  the  minutes  of  a 

12  meeting  of  May  the  17th,  1988,  where  there's  a  notation  in 

13  the  minutes  that  Chairman  Seidman  made  some  comments  to 

14  the  directors. 

15  There's  a  statement  that  I  will  read  into  the 

16  record.  He,  referring  to  Chairman  Seidmam,  stated,  at 

17  this  present  time,  there  was  no  evidence  that  there  was 

18  any  fraud  or  mismanagement  aind  that  the  FDIC  did  not  plan 

19  to  sue  any  ilirector. 

20  How,  In  terms  of  that  statement  that  there  was 

21  any  evidence  of  mismanagement ,  mismanagement  of  what?  Did 

22  you  understamd,  as  you  sat  there  and  listened  to  him,  what 
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1  he  %ras  tal)cing  abdut? 

2  A.   I'm  not  sure  he  focused  on  that  individual  word, 

3  but  I  assume  that's  misnanageoent  of  the  banking 

4  institution. 

5  Q.   So,  you  understood  he  was  saying  that  he  didn't 
€  know,  at  that  tine  that  he  spoke,  that  there  was  any 

7  misinanageinent  of  the  bank? 

8  A.   That's  the  way  I  see  it. 

9  Q.   Do  you  see  any  reason  why  anybody  listening 

10  would  have  taken  it  any  other  %ray? 

11  A.   No. 

12  Q.   Now,  do  you  recall  in*  that  discussion  that  Mr. 

13  Seidman  went  into  --he  said  he  didn't  see  any 

14  xolsmanagement  -  -  do  you  remember  that  he  also  discussed 

15  the  reasons  why  the  bank  %ras  in  trouble? 

16  A.   Z  don't  recall  %diat's  in  the  minutes.   I'm  sure 

17  he  did,  because  obviously  it  *rais  a  subject  that  we  were 

18  there  for.  I  don't  remember  a  statement. 

19  '  Q.   X«et  me  see  If  I  can  refresh  your  recollection. 

20  A.   Pine. 

21  Q.   Do  you  recall  Mr.  Seidman  saying  to  the  board 

22  that  his  review  of  the  First  Repxjblic  sitxiation  indicated 
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1  that  the  primary  cause  of  the  bank'e   problems  was  the 

2  collapse  in  real  estate  values  In  Texas? 

3  MR.  MDRPHY:   Object  to  the  form  of  the  question. 

4  THE  WITNESS:  I  can't  recedl  those  remarks.   Z 

5  know  them  and  I  believe  them  and  Z  \inderstand  them,  but  I 

6  don't  recall  the  remarks. 

7  BY  MR.  McKOOL: 

8  Q.   Do  you  recall  him  talking  in  that,  board  meeting 

9  about  the  fact  that  another  contributing  factor  to  the 

10  problems  was  the  change  in  laws  regarding  real  estate  tax 

11  shelters  and  that  caused  a  collapse  in  values. 

12  MR.  MURPHY:  Object  to  the  form  of  the  question. 

13  THE  WITNESS:   Z  don't  recall  his  remarks. 

14  That's  my  problem.   Z  concur  with  what  you're  saying. 

15  BY  MR.  McKOOL: 

1€        Q.   You  told  us  yesterday  you  don't  remember  him 

17  saying  it.  Z  wish  you  would  bear  with  me  just  a  couple 

18  more  questions,  just  to  see  if  Z  can  refresh  your 

19  recollection  about  any-  of  this. 

20  Do  you  recall  his  saying  at  tha^  meeting  that  it 

21  was  the  FDIC's  policy  not  to  sue  boards  of  directors  over 

22  business  judgment  questions? 
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MR.  MURPHY:  Object  to  the  form  of  the  question. 
TBE  WZTVESS:  I  don't  recall  him  ever  saying 


that. 


BY  MR.  McKOOL: 
Q.   Do  you  recall  him  saying  that  the  FDZC  would 
only  sue  the  directors  if  the  directors  were  involved  in 
fraud?  Do  you  remember  that? 

MR.  MORPHY:  Object  to  the  form  of  the  question. 
THE  WITNESS:  Z  don't  remember. 
BY  MR.  McKOOL: 
Q.   Do  you  remember  him  saying  that  the  FDIC  needed 
the  bank  board's  cooperation  in  the  orderly  closing  of 
failed  banJcs?  Do  you  remember  that  comment? 
A.   No. 

Q.  It  wouldn't  surprise  you  if  you  learned  that,  in 
fact,  there  va.a  a  discussion  of  the  economic  causes  of  the 
bemJcs'  problems  at  that  meeting? 

A.  '  Of  course  not.  Not  at  all. 
Q.   Do  you  agre&  %rith  Chairman  Seldmam's  comment 
that  there  was  no  indication  at  that  time  of  any  evidence 
of  mismanagement  at  the  bank? 

MR.  MDRPKY:  Object  to  the  form  of  the  question. 
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1  THE  WITNESS:  I  had  no  knowledge  of  it,  so  I 

2  assxime  I  would  agree. 

3  MR.  MORPHY:  Not  only  the  form  of  the  question, 

4  but  the  mlscharacterlzation  of  what  the  minutes  reflect 

5  the  chairman  said. 

6  BY  MR.  MCROOL: 

7  Q.   You  mentioned  yesterday  your  o%m  view  from  your 

8  management  prospective  of  many  years,  that  you  take  issue 

9  with  the  lines  of  business  structure  of  corporate 

10  *  management.  Do  you  remember  that  testimony? 

11  A.   Yes  I  do. 

12  Q.   You  know,  don't  you,  that  other  business 

13  managers  and  executives  have  disagreed  with  the  view  that 

14  you  esqpress? 

15  A.   Yes,  I  do. 

16  .      Q.   And  many  businesses  over  the  years  have  adopted 

17  a  lines  of  btisiness  approach. 

18  MR.  MDRPHY:  Object  to  the  form  of  the  question. 

19  ~~    TBB  yrrrmss:-    Absolutely. 

20  BY  MR.  McXOOL: 

21  Q.   And  some  still  use  it. 

22  MR.  MDRPKY:  Object  to  the  form  of  the  question. 
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MR.  McKOOL:  I'm  8orxy«  Mr.  Casey.  He  need  a 
verbal  response. 

THE  WITNESS:  Yes.  Excuse  me. 
BY  MR.  MCKOOL: 

Q.   Mow,  some  years  ago,  your  colleagues  on  the 
board  at  Sears  voted  to  adopt  that  approach. 

A.   It  %rasn't  a  pure  lines  o£  business,  but  it  was 
basically  line  of  bxisiness. 

Q.   And  you  disagreed  vith  their  decision? 

A.   Yes. 

Q.   And  you  told  \is  yesterday  you  think  it's  been 
unsuccessful. 

A.   They  revised  it. 

Q.   Right.  But  that  it  could  have  been  better  if 
they  hadn't  gone  to  that  approach,  in  your  opinion. 

A.   I  beleive  that. 

Q.  •  Does  that  mean,  in  your  view,  that  your 
colleagues  on  the  board  at  Sears  that  voted  for  the  lines 
of  business  approach  breached  any  fiduciary  duty  to  Sears 
and  its  shareholders  by  voting  for  that? 

A.   No.  There's  no  right  or  wrong.  What  words  for 
one  might  not  work  for  the  other. 
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1  Q.   And,  it's  really  not  possible  in  business  to 

2  )cnow  with  certainly  how  a  business  decision  is  going  to 

3  work  out,  is  it? 

4  MR.  MURPHY:  Object  to  the  form  of  the  question, 

5  foundation. 

6  THE  WITNESS:   No. 

7  BY  MR.  McKOOL: 

8  Q.   You  have  to  do  your  best,  in  good  faith, 

9  conscientiously,  to  try  to  help  the  institution. 

10  *   A. .  That's  fair. 

11  Q.   Do  you  think  your  colleagues  at  Sears  who  voted 

12  for  the  lines  of  business  approach  acted  negligently  or 

13  carelessly  in  making  that  decision. 

14  MR.  MURPHY:  Objection  to  the  form  of  the 

15  question,  relevancy. 

16  TEE  WITNESS:  No,  not  at  all. 

17  •  BY  MR.  McKOOL: 

18  Q.  -  Now,  soon  after  you  left  the  holding  con^any 

19  board' in  the  early  'SO's,  a  vote  was  taken  at  the  holding 

20  cco^any  level,  the  bank  level,  to  adopt  a  lines  of 

21  business  aj^roach.  You  recall  that  discussion  yesterday? 

22  A.  .  Yes,  yes. 
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Q.   Because  you  disagree  wlch  that  oianagemeat 
strategy,  do  you  feel  in  any  «ray  as  you  sit  here  today 
that  any  of  the  people  that  voted  in  favor  of  that  or  who 
i^orked  under  that  system  breached  their  fiduciary  duties 
or  committed  negligence?* 

MR.  MDRPHY:  Object  to  the  form  of  the  question, 
foundation. 

THE  WITNESS:   No. 
BY  MR.  McKOOL: 

Q.   Some  of  those  people  were  fine  directors, 
weren't  they? 

A.   As  far  as  I  know,  all  of  them  were. 

Q.   From  your  knowledge,  would  you  say  that  it  is 
possible  to  make  a  business  decision  and  know  with 
certainty  the  effect  that  it's  going  to  have  on  the 
institution? 

A.   You  pass  a  judgment  because  it  will  be  a 
beneficial  sffsct  or  you  wouldn't  go  for  it. 

Q.   And  isn't  that  true,  Z  don't  want  to  pry  too 
such,  but  isn't  it  true  that  sven  in  yotxr  s^qperience  you 
have  made  sone  mistakes  in  decisiotis  you've  made? 

A.   There  was  one  in  the  fall  of  '43.  .  You  can't  do 


284 


304 

1  as  much  as  I've  done  without  making  them. 

2  (Laughter.) 

3  Q.   And,  in  your  knowledge  and  in  your  teachings  on 

4  board  service,  there's  a  difference  between  making  a 

5  mistake  and  breaching  your  duty  to  the  institution? 
€  A.   Oh,  they're  not  con^arzible  at  all. 

'  7        Q.   Now,  I'd  like  to  ask  you  a  few  questions  about 

8  the  shareholders  meeting  that  took  place  in  late  June.  Do 

9  you  remember  that  meeting  where  you  got  some  questions 

10  from  the  shareholders? 

11  A.   I  do. 

12  Q.   On  page  21,  I  think  that  Is  part  of  what  is 

13  currently  in  my  record  and  of  course,  as  we've  said,  we'll 

14  supplement  that. 

15  Before  we  get  into  that,  I  do  have  a  couple  more 

16  questions  on  lines  of  business.   In  summary,  is  it  fair  to 

17  state  that  the  line  of  business  form  of  management  is  used 

18  by  several  publicly  held  companies  throughout  this 

19  country? 

20  A.   Absolutely,  indeed. 

21  Q.   And  whether  a  given  bank  or  coo^any  adopts  a 

22  lines  of  business  management  approach  is  a  matter  of 
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right. 

Q.   So  basically  what  you  told  the  board  of 
directors  of  the  bank  on  the  12th  of  May  was  I  am  meeting 
with  Mr.  Seidman  next  week  with  the  holding  con^jany,  board 
of  the  holding  con^jany? 

A.   That's  correct. 

Q.   And  you  signed  those  minutes? 

A.    I  believe  so. 

Q.   And  I  am  assuming  it  goes  without  saying  when  • 
you,  as  the  chairman  of  the  board,  approve  or  sign  a  set 
of  minutes,  you  are  attesting  to  the  fact  that  to  the  best 
of  your  'recollection  they  accurately  represent  what  took 
place? 

A.   Absolutely. 

MR.  MURPHY:   I  would  like  to  have'  that  marked  as 

the  next  exhibit  in  line. 

(The  document  referred  to -was 
.  marked  as  Casey  Exhibit  No.  8 
for  identification.) 
BY  MR.  MURPHY: 
Q.   Now,  the  next  document  I  would  like  to  hand  you 
is  what  has  been  marked  Exhibit  3.  and  that  would  be  z*r.e 
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1  meeting  of  the  board  of  directors  of  the  holding  coriipany 

2  that  following  week.  May  17,  1988.  That's  what  the 

3  heading  says;  is  that  correct? 

4  A.   Yes. 

5  Q.   Mow,  if  you  will  look  with  me,  and  if  we  might, 

6  if  you  keep  Exhibit  8  beside  you,  you  will  note  that  the 

7  first  group  of  individuals  who  are  designated  as  present 

8  at  the  holding  coa^any  board  meeting  on  the  17  th  are 

9  certain  directors  present,  and  they  were  all  holding 

10  company  directors;  is  that  correct? 

11  A.   I  don't  know.   I  can't  remember  who  were  the 

12  holding  coaqpany  directors  and  who  were  the  --  I  don't  know 

13  Bill  Seay  or  Charlie  Nash. 

14  Q.   Well,  will  you  look  --  will  you  just  cos^are  the 

15  two  from  the  12th  and  the  17th  and  see  if  you  find  any  -• 

16 

17  ,      A.   This  is  the  bank. 

18  Q.   The  bank,  right.  If  you  %d.ll  find  any  bank 

19  diraetori  «ho  are  designated  as  directors  present  at  the 

20  holding  coopany  nesting  on  the  17th. 

21  A.   Z  don't  see  any. 

22  Q.   All  right,  sir.  Now,  would  you  look  down  where 
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1  it  says  directors  absent. 

2  A.   Right. 

3  Q.       Likewise,  do  you  see  anybody  of  the  bank 

4  directors  that  were  designated  ais  directors  absent? 

5  A.   No. 

6  Q.   Look  under  others  present.  Do  you  see  anybody 

7  at  the  bank  board  that  was  present  at  the  holding  company 

8  board  meeting  on  the  17th? 

9  K.       No,  I  don't.  *    ■ 

10  Q.   And,  likewise,  that  particular  exhibit  reflects 

11  your  signature  at  the  end  as  chairman  and  would  reflect 

12  what  accurately  took  place  there? 

13  A.    Yes. 

14  Q.   So  it  would  be  accurate  to  say  then  that  on  May 

15  17th  when  Mr.  Seidman  appeared  before  the  board  of  the 

16  holding  compamy,  it  was  the  board  of  the  holding  company 

17  and  the  bank  board  was  not  present;  is  that  a  fair 

18  statement? 

19  A.   Yes. 

20  Q.   Now,  it  was  during  that  particular  meeting,  if 

21  you  would  turn  to  the  second  page  on  the  17th,  that  Mr. 

22  Seidman,  or  it  was  reported  that  Mr.  Seidman,  said,  "He 
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1  scaced  at  the  present  time  there  was  no  evidence  that 

2  there  vras  any  fraud  or  mismanagement  and  that  the  FDIC  did 

3  not  plan  to  sue  any  director." 

4  A.   Where  are  you  reading  that  from? 

5  Q.   Excuse  me. 

6  A.   I  know  you  are,  but  I  just  don't  -- 

7  Q.   Right  at  the  top  of  page  2,  the  -- 

8  A.   Here  it  is,  'He  stated  that  at  the  present  time" 

9  " 

10  Q.   RJLght.  And  he  was  talking  to  'the  board  of  the 

11  holding  con^any  at  that  time;  correct? 

12  A.   Yes. 

13  Q.   And  he  was  talking  about  management  of  the 

14  holding  con^jany;  correct? 

15  MR.  McKOOL:   I  object  to  that  question.   That 

16  calls  for  speculation  on  the  part  of  this  witness  as  to 

17  what  somebody  else  vras  saying  about  directors  trithout  any 

18  statement  in  there  as  to  which  directors  he  is  talking 

19  about. 

20  •    MR.  BOYD:  Objection;  asked  and  answered.  Also, 

21  he  has  already  testified  it  referred  to  members  of  the 

22  bank. 
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BY  MR.  MURPHY: 
Q.   Isn't  It  correct  that  your  recollection  is  that 
Mr.  Seidmam,  during  this  discussion,  %ras  talking  about  -- 
taDcing  to  the  members  of  the  board  of  directors  of  the 
holding  coo^amy,  those  same  members  who  had  asked  you  to 
see  if  they  could  get  an  indemnification  agreement,  and 
that  he  v^as  saying  he  found  no  evidence  of  fraud  or 
mismanagement  of  the  holding  company,  that's  who  he  was 
referring  to;  vras  he  not? 

MR.  McKOOL:   The  same  objection. 

MR.  BOYD:  The  same  objection. 

THE  WITNESS:   I  am  surprised.   I  thought  this 
meeting  was  --  you  know,  included  both  directors,  as  I 
told  you  earlier. 

BY  MR.  MURPHY: 
Q.   But  we  now  find  it  did  not.  So  is  it  not  your 
recollection  that  he  vras  referring  here  to  the  fraud  or 
mismanagement  of  the  holding  conpany,  the  directors  to 
whom  he  %«aff  talking?  * 

MR.  McKOOL:  The  same  objection. 

THE  wmfESS:  Well,  he  could  have  been  referring 
to  form  of  mismanagement  on  both. 
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1  BY  MR.  MURPHY: 

2  Q.   He  could  have  done  what?  I'm  sorry. 

3  A.   He  would  have  made  a  reference  of  both,  the 

4  holding  conpany  and  the  bank. 

5  Q.   Be  coxxld  have,  but  there  is  no  indication  here 

6  that  he  vsls   tallcing  about  the  bank;  is  there? 

7  MR.  PAYNE:  You're  starting  to  aur^e  with  the 

8  witness;  objection.   Can  I  have  that  last  question, 

9  *  please? 

10  THE  REPORTER:  ,  Question:   "He  could  have,  but 

11  there  is  no  indication  here  that  he  was  talking  about  the 

12  bank;  is  there?" 

13  MR.  BOYD:   I  will  object 'to  facts  not  in 

14  evidence.  It  ass\:mes  the  FDIC  has  regulatory  authority 

15  over  the  management  of  holding  con^panies. 

16  BY  MR.  MURPHY: 

17  Q.   All  right,  sir,  go  ahead.  Can  you  answer  the 

18  question?  There  is  no  indication  in  this  language  that  he 

19  was  talking  about  mismanagement  or  fraud  of  the  Dallas 

20  bank;  is  there? 

21  A.   Not  in  the  literal  irords,  it  doesn't  appear  to 

22  be,  but  I  certainly  took  that  he  was  talking  about  the 
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1  bank . 

2  Q.   Well,  is  there  amy   indication  here  that  he  was 

3  talking  about  the  Houston  bank  board  of  directors,  ainother 

4  subsidiary? 

5  A.   There  isn't. 

6  Q.   Is  there  any  indication  in  here  he  %/as  talking 

7  about  the  fraud  or  mistnanagement  of  the  Austin  board  of 

8  directors? 

9  A.    No. 

10  ,   Q.   As  a  matter  of  fact,  'wouldn't  you  expect  that  if 

11  he  was  talking  aibout  the  fraud  or  mismanagement  of  emybody 

12  other  than  the  board  that  he  was  talking  to  there  would 

13  have  been  some  indication  as  to  what  subsidiary  of  the 

14  holding  coc^any  he  was  referring  to;  wouldn't  that  be  a 

15  natural  assumption? 

16  '  MR.  McKOOL:   I  am  going  to  object  to  the 

17  question,  as  argximentative. 

18  THE  WITNESS:   I  am  just  very,  very  surprised,  I 

19  really  am,  because  it  certainly  %rasn't  try  memory. 
20.  BY  MR.  MURPHY: 

21  Q.   Well,  I  iinderstand  that.  But  now  that  we  have 

22  seen  that  this  is  what  was  taking  place,  would  you  agree 
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1  with  me  that  you  would  have  expected,  if  he  was  referring 

2  to  the  fraud  or  mismanagement  of -a  siibsidiary  of  the 

3  holding  conpany,  rather  than  the  holding  con^any,  he  would 

4  have  80  indicated,  or  the  draftsman  of  this  minutes  would 

5  have  so  indicated;  would  that  be  a  fair  assumption? 

6  MR.  McKOOL:  Yes.  I  object  to  the  --to  asking 

7  this  witness  to  speculate  eLbout  this  draft  of  a  much  more 

8  complete  discussion  at  the  meeting. 

9  MR.  PAYNE:   I  object  also  that  you  are  badgering 

10  the  witness. 

11  MR.  MURPHY:   I'm  not  badgering  the  witness. 

12  MR.  PAYNE:   Yes,  you  are.   It's  the  saime 

13  (juestion  you  had  before. 

14  BY  MR.  MURPHY: 

15  Q.   Well,  go  ahead.  You  can  go  ahead  aind  amswer. 

16  A.   Hell,  I  wsmt  to  reflect,  because  it  comes  as  a 

17  staggering  blow  to  me.   It  isn't  my  understamding  at  all. 

18  And  if  there  is  further,  you  know,  illvimination  that  can 

19  be  thrown  on  this  event  by  a  larger  display  of  minutes,  I 

20  would  certainly  like  to  see  it. 

21  Q.   I.  would  too.  But  the  only  thing  I  have  is  the 

22  minutes  of  the  particular  board  meeting  of  the  holding 
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con^any.  And  my  only  cjuestion  to  you,  and  1  don't  vrant  to 
belabor  the  question. 

A.   No,  no;  that's  all  right. 

Q.   My  only  question  to  you:  Would  you  not  have 
expected  that  the  minutes  of  the  holding  company  would  ' 
have  reflected  if  Mr.  Seidman  had  been  referring  to  the 
fraud  or  mismanagement  of  one  of  the  subsidiaries,  rather 
than  of  the  holding  company? 

MR.  McKOOL:   I  am  going  to  object.   It  calls  for 
speculation.  It  has  been  asked  and  answered  and  it  is 
argvimentative . 

BY  MR.  MURPHY: 

Q.    Go  ahead,  sir. 

A.   Well,  I  said,  my  surprise  is  so  complete  that  I 
just  wemt  to  reflect,  and  I  shall.       • 
(Pause. ) 

Q.  ,.  Of  course,  you  do  not  know,  do  you,  sir,  at  the 
time  this  meeting  took  place  what  knowledge  Mr.  Seidman 
had  of  the  'actual  activities  of  either  the  Houston  bemk, 
or  the  Dallas  bank,  or  any  other  bank  in  the  subsidiary  of 
this  holding  con^emy,  what  actual  knowledge  Mr.  Seidman 
may  have  had? 
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1  A.   I  don'c  know  that,  but  obviously  Stone  was  an 

2  input  to  him. 

3  Q.       Then,   for  the  saJce  of  a  con^lete  record,   I  will 

4  had  you  Che  minutes  of  the  meeting  of  the  board  6f 

5  directors  of  the  bank  dated  June  the  l€th,  and  I  will  ask 

6  you  if  --  excuse  me.   Let  me  look  at  this  thing  so  I  can 

7  point  to  you. 

8  A.   Sure,  sure.  ■ 

9  Q.   Look  at  the  second  sentence  of  that  set  of 
iO  minutes.  Would  you  read  that  into  the  record? 

11  A.   "The  minutes  of  the  board  meeting  held  May  12, 

12  1988,  were  approved." 

13  Q.   All  right,  sir.  And  that's  the  board  minutes 

14  that  we  have  marked  as  Exhibit  8.  So  that  clearly 

15  demonstrates  that  there  was  no  board  meeting  of  the  board 

16  of  directors  of  the  Baxik  of  Republic  Dallas  other  than  the 

17  meeting  of  May  the  12th  and  the  May  16th  --  excuse  me  ;- 

18  and  June  the  16th? 

19  A.   What  is  J.L.-  Jackson?  There  he  is.  Z  see. 

20  Okay. 

21  Q.   Z«  that  correct?  That  indicates  these  were  the 

22  only  two  ■ets  of  minutes,  the  only  two  board  meetings  of 
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1  BY  MR.  MURPHY: 

2  '  Q.   Exhibit  3  that  I  %ras  asking  you,  it  vould 

3  indicate  Mr.  Douglas  and  Mr.  Stone  were  present,  that  was 

4  the  minutes  of  the  board  of  the  First  Republic  Bank 

5  Corporation  holding  conqpahy  on  May  17th;  correct? 

6  A.   That's  correct. 


That's  all. 

Is  that  it? 

Yes. 

We've  got  one  exhibit  here  that 


7  MR.  MURPHY: 

8  MR.  McKOOL: 

9  *  MR.  MURPHY: 

10  MR.  McKOOL: 

11  needs  to  be  stuck  together  some  which  way. 

12  (Discussion  off  the  record.) 

13  FURTHER  EXAMINATION  BY  COUNSEL  FOR  DEFENDANTS 

14  HARRY  B.  BARTLEY,  JR.,  W.H.  BOWEN,  JOHN  W.  CARPENTER  III, 

15  JACK  W.  EVANS,  JOHN  P.  HAYES,  THOMAS  B.  HOWARD,  JR., 

16  WALTER  J.  HUMANN,  IRVIN  L.  LEVY,  RICHARD  C.  MARCUS, 

17  W.C.  MCCORD,  PAUL  R.  SEEGERS,  B.D.  ST.  JOHN, 

18  WILLIAM  T.  SOLOMON,  JOHN  F.  STEPHENS,  W.  RAY  WALLACE, 

19  AND  DONALD  ZALE 

20  BY  MR.  McKOOL: 

21  Q.   I.trant  to  refer  you,  Mr.  Casey,  to  the  much 

22  discussed  minutes  of  the  meeting  of  May  17th.  How  many 
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1  pages  are  the  minutes  of  that •meeting? 

2  A.       I  have  two. 

3  Q.   in  fact,  it's  probably  less  than  a  page  of 

4  narrative  summary  of  the  events  of  the  meeting;  correct? 

5  A.   That's  right. 

6  Q.   How  long  %rais  that  meeting? 

.,  A.   It  was  an  extensive  meeting.  I  can't  tell  you 

8  exactly,  but  it  was  extensive. 

9  Q.   isn't  it  true  that  this  less  than  one  page 

10  suimnary  does  not  capture  everything  that  was  said  at  that 

11  meeting? 

3^2  MR.  MURPHY:  Objection,  form  of  the  question. 

3^3  THE  WITNESS:  You  couldn't  possibly. 

14  BY  MR.  McKOOL: 

15  Q.   In  fact,  you  remember  that  it  doesn't  capture 

16  the  detail  of  what  was  said  at  that  meeting? 

17  MR.  MORPHY:  Object  to  form  of  the  question.. 

18  BY  MR.  McKOOL: 

19  Q.   Correct? 

20  A.   Well,  yes. 

21  Q.   It's  certainly  not  a  verbatim  transcript? 

22  A.   Ho. 
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Q.   It  doesn't  purport  to  capture  every  word  of  what 
was  stated  by  Chairmam  Seidman  or  anybody  else;  right? 
A.   Right. 

Q.   Now,  in  the  description  of  the  Chairman's 
remarks  there's  no  indication  that  that's  a  quote  of  what 
he  said,  is  it? 
A.   No. 

Q.   Go  ahead  and  loolc  at  it. 
A.    No,  I've  looked  at  it. 
Q.   It's  merely  a  siimmary,  isn't  it? 

MR.  MURPHY:  Object  to  the  form  of  the  question. 
THE  WITNESS:   I  would  assiime  so. 
BY  MR.  MCKOOL: 
Q.   Now,  when  Mr.  Murphy  was  questioning  you  about 
your  understanding  of  what  Mr.  Seidman  told  those 
directors  that  day,  even  in  light  of  that  examination, 
your  current  recollection  as  you  sit  here  today  is  that  he 
was  speaking  of  the  board  of  both  the  bank  and  the  holding 
con^any;  isn't  that  right? 

MR.  MURPHY:  Object  to  the  form  of  the  question. 

THE  WITNESS:   I  said  that  yesterday. 

MR.  MURPHY:  He '8  cross -examining  his  own 
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1  witness . 

2  MR.  McKOOL:  Are  you  finished? 

3  MR.  MORPHY:  Yeah,  I  just  want  to  make  sure  it's 

4  on  the  record. 

5  MR.  PIGARl:  I'm  not  sure  ^we  got  the  answer. 

6  MR.  MCKOOL:  No,  we  didn't.  I'm  going  to  make 

7  sure  we  do. 

8  BY  MR.  McKOOL: 

9  Q.   Even  after  Mr.  Murphy's  cross  examination  today, 

10  you  still  believe  in  your  heart  that  Chairman  Seidman  was 

11  speaking  of  both  the  bank  directors  and  the  holding 

12  con^jany  directors? 

13  A.   I  did. 

14  Q.   And  you  do? 

15  A.   I  do. 

3^g  •  Q.   Now,  Mr.  Seidman  was  Chairman  of  the  FDIC  and 

17  had  been-,  for  some  time? 

18  A.   Uh-huh. 

19  Q.   Vou  know  that  the  FDIC  regulated  banks,  not 

20  holding  co«xpanies;  correct? 

21  A.   Yes. 

22  Q.   In  fact,  when  the  FDIC  acted  on  that  day  and 
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1  A.   That's  correct . 

2  MR.  McKOCL:   I  would  like  the  objection  that  it 

3  calls  for  a  conclusion. 

4  BY  MR.  MURPHY: 

5  Q.    Is  that  not  true? " 

6  A.    Yes. 

7  Q.   And  while  I  understand  that  it's  your  present  - 

8  -  let  me  reword  the  question. 

9  Am  I  accurately  reflecting  your  testimony  on  the 

10  siJDJect  of  whether  or  not  Mr.  Seidman  was  referring  to  the 

11  board  of  the  Dallas  bank,  as  well  as  the  holding  company, 

12  and  the  fact  that  you  feel  that  that's  what  he  was  doing, 

13  best  recollection? 

14  A.   Yes,  I  did  because  he  said  he  would  not  sue  any 

15  director.   To  my  mind,  that's  any  director.  . 

16  Q.   Of  any  subsidiary? 

17  A.    Yes. 

18  Q.   That  was  your  feeling? 

19  A.   Ves. 

20  Q.   But  it  was  likewise,  was  it  not,  also  your 

21  recollection  that  this  was  to  a  joint  meeting  of  the 

22  boards? 
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HE  TARN  B  APPROPRfATE  TO 

the  me;amniioa-^oIbr  Uwsuic 
'  filed  by  die  Federal  Oepoiic 
lajunnce  Corp.  !a  bee  Juljc. 
xfiiost  39  fonnsr  orHccn 
ud  directon  of  che  bee 
RepublicBtakCarp.  etOzlla 
and  IB  sueceuor  Irutioiuon,  Ftm 
RepKiblicBanlc  Corp.  Becxuse  die  FDIC  suit 
bn't  your  ordlrary  eio  of  worms. 

It  nlid  bnad  question)  tnvolnng  public 
policy  toward  bank  direeroa*  tespcroibilides 
3nd  dudes.  Not  CD  mcau'on  ixnpiicacoas  Tor 
chousods  ofbank  diceoois  in  resioni  ofche 
Uoitcd  Sates  sow  espeiic3cin£  a.-i  eccaomic 
downturn  that  tfareatenj  the  »olvenq-of  hun- 
dreds ofbaaki.  K.[oreovet,  ilmost  everyone 
sjrees  ehic  the  bMrjuii  will  lisve i  chitling 
eiTect  00  recniiting  people  lo  sen-e  as  bank 
dircetorx  in  the  future,  because  the  suit 
demoiucrates  that  the  FOIC  is  no  longer 
content  uith  insurance  setdemens.  r>fo"  reg- 
ubcoo  are  :oin{  after  the  personal  assets  of 
bankdircctoa. 

The  bwsuie  filed  io  federal  district  court 
ia  Dallas  seeks  a  mirumum  of  S690  million  in 
damages  from  the  defcadana,  who  once  rep- 
resented the  elite  of  Dallas'  business  and 
baikinj  eommuniacs.  K  hana  Dallas  mayor 
is  named,  as  are  17  current  or  former  CEOs 
•r  major  corpnrsrinm  ioch^in^  specialty 
tecailer  Neirtttn  Marcus,  Trinity  Industries, 
Enseich  CortL,  food  and  dru;ieancrCuIlum 
Cos..  eoostruction  pane  Austin  ladusm'cs, 
jevelry  tecailer  iZales  Corp.  and  Traitunel 
Croir  Co,  die  naooa'l  brjest  commensal  teal 
esoiB  developer. 

Acomponioa  suit  filed  ia  Housom  a^inst 
former  ofTicers  and  directors  of  the  lead 
"tepublicBank  uruc  there  seeks  an  iddicioiul 
*iOO  million,  minimum.  Both  suics  were 
filed  just  four  days  be&xe  the  satuce  of  limi- 
aoons  G^ired. 

Id  a  more  limited  sense,  the  bt>'Suit  is  just 
another  upheaval  in  the  stormy  iftcrmath  of 
the  Fim  RepuWicB  ink  ftilure  in  1581  The 


FDIC  chairman 

L.  "William  Seidman 

personally  met  ■with,  the 

hoard  of  First 

RepuhlicBank  Corp. 

at  the  time  of  the 

institution's  failure. 

In  1987,  the  FDIC  had 

stated  that  it  had  no 

objection  to  the  merger 

between  InterFirst 

and  Republic. 


U  U'oiiAv  SQQUve 
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■.oipRacneiirnfns : 


merjer  itself  is  the  subject  of  a  criminal 
ioquiry  by  the  FBI.  Krhich  reportedly  has 
been  seeking  loan  and  appraisal  documents 
from  (he  bonk.  Neither  bank  oScrals  nor  the 
FBI  will  comment  on  the  investigation. 
In  Juae,  the  Securities  and  Exchange 
Commission  Bed  a  b^ivsui:  charging  bij-six 
Trovmrin;  nnn  £mst&  Young  with  compro- 
mising its  independence  by  allowing  more 
then  SO  partners  involved  in  auditing  First 
ReoubllcBank  co  borrow  ar  leat  515.8  miUbn 
[mm  the  insdtudon  thmugh  loans  to  partner- 
ships and  ax  sheltets.  Ernst  &  Young  denied 
the  char;c3  and  said  it  'will  rigorously 
dcfet^d  ItselE" 

Taken  mjethet,  the  latest  bwsuics  Sled 
by  the  FDIC  consdcute  one  of  the  most 
harshly  wonJed  legal  aetioru  ever  to  be  filed 
agtiose  directors  and  oGEces  of  a  commercial 
bank.  The  FDIC  accuses  the  ofEcials  of  will- 
fully ignoring  prudent  baiJting  principles  to 
puisMe  risky  real  esate  loans.  Worse,  the  suit 
allege  that  top  itunagemeat  pressured  sub- 
ordinate lending  oEIicers  and  property 
jppraisen  "to  mike  improper  lotns,  or  kans 
that  violated  sound  banking  practices., 
for  fear  oflosing  [their  jobs]  or  oppomnicy 
of  advancement.' 

Among  other  alle»adons  in  a  biU  of  paro'c- 
alars  so  cttcnsive  it  ranjes  from  "A"  to  *Z" 
to  *ti,"  the  FDIC  charges  that  the  former 
RrpuhficBuJiffpecaaad  dJretioa: 

♦  DID  NOT  REQUIRE  accurate  tinanehl 
reports  that  would  have  allowed  them  to 
ooaitor  adequately  che  bank's  loan  pordblio 
and  dciECt  weaknesses  before  rf>.ey  arose. 

♦  ELfTE-VOeo  CREOrr  for  real  estate  loans 
before  receiving  tppraijals,  and  provided 
10055  financing  "without  adequate  invesnga- 
dcoofof  inquiry  into  (he  risk  to  die  bank—" 

♦  FAJLEDTOSUPElVBEsomeloaaoflieers 
"who  condoually  made  and  disbursed  loans 
in  esccs  of  cheirautiioncy_' 

♦  Failed  to  sct  a.v  atuo5phe.«*  of 
lesporuible  adherence  (o  sound  lending  tod 
appraisal  procedures. 


Rc&^3T  DtfTTX  a  ea«cudvc  businca  editor  aod  i  esluouw  far  the  D^Has  Tma-HinU. 


PlitTTo  CoCBTtir  of  T»t  VASMi.fCTa.1  Tula 


KA:tK  Otftcerot  /  FoutTM  QUA«r»  i*** 
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"It's  difficult  enoxigh 

to  recruit  directors 

ri^t  now.  People  are 

asking  me:  Should  I  j)ut 

mj  assets  into  mj 

•wife's  name?" 


♦  AiOjOMTB  lo*N  OFFiCEXSTO  "(cfnia  frein 
excrcmng*  die  bank's  Hjiha  a^ilnsc  croublcd 
booQM'cn,  "apparendy  co  avoid  reeosn'itinj 
lecci* 

-»  DiO>NaTtECLASs:F^'ooublctlto>(uona 
amelybuQ. 

♦  FiULEOTO  REOORE  feiiToilicj-  loidies  on 
real  escce  projcco.  jnd  did  not  requifc  prop- 
er real  csctc  tppc^isaJ  procedure!. 

♦  EnCOWIACED  1>31X"ND  lendifij  praccioci 

♦  pEUimtDSOIWOU-ERSTOOerMinBiest 
pajnneccs  chac  were  required  b)-  loan 
igreemencs.  Th«*  were  knowii  aj  "incereat 
orrv*  pranaons  due  in  cfTcn  dujuised  loin 
deCoquendes. 

♦  FAiLtOTOKlEVTNTcnnflJcnorinxrejtor 
Eivored  Iftsider  cnnsacdofls. 

For  banidircrx.T  in  other  ncsioaj  of  ihe 
Uniced  Scares,  perhaps  the  most  ominous 
ehar»e  is  one  rfiat  accuses  die  defendina  of 
moradin*  die  sijnils  of  a  chspjinj  econo- 
my. The  suic  says  che  directors  failed  *co 
k^rp  abresc  of  the  neivdevelopmcno  [in  the 
Sou.diu'escem  MS.  economy)  and  co  under- 
jeand  their  cajnifi<2cions_  ehoosins  Instead  co 
*bet  die  tank'  and  co  ensas*  '^  ^^  issrtssive 
and  suiddil  aetiricy  of  p(un»ing  headlonj 
inco  I  espial  market,  fcaoinnj  full  well  che 
daojets  of  concencacion  of  loan  volume  co  a 
bank,  in  unerdore»ird  of  cht  welfare  of  che 
bank  and  !□  dcposicon.' 

\Vidi  che  niactcr  no«-  in  fidpdon,  ocxv:  of 
eke  defendaats  ttill  comment  oo  the  suic 
However,  one  of  them.  RR.  "Bum"  Bri;ht 
former  owr.er  of  the  DaJlij  Cou'boys  and  (he 
brjesc  sin  jle  individual  jhareholder  in  both 
RepublicEank  and  its  successor,  cold  che 
Oaltm  TonaHmlef-.  "If  ehe\''re  looking  bade 
and  Siyin;  real  esaoe  v-alues  s/e  ooc  today  wbat 
ehey  were  (He  Of  sit  jieaB  ajo,  (he>''cc  tijhL " 

if  Brijht'i  cortuneflt  is  any  indicadoa.  i 
pcineipl  lioe  of  defense  for  che  defendants 
trill  be  chat  they  could  noc  have  anddpated 
such  a  rapid  snd  steep  dedine  in  the  Tess 
economy,  especially  che  tea]  estate  sector, 
after  CoojTCSS  cook  airay  ax  shettets  for  ceil 
tsar*  iniinmimrs in  19?^  Its «  Euniliar Dnc 
of  defense  coday,  one  char  has  been  used  in 
thousands  of  btrsuics  cSac  ha\-c  attended  che 
EjiJure  of  hundreds  of  banks  and  savin's  and 
loans  in  Texas.  Louisiana.  Oklahoma  and 
eke^rhere  in  ctte  Soudiursc 

The  aijument  has  leyomaey.  Wnen  che 
enerpr  sector  began  colbpslnj  in  the  carfy 
1934s.  Rnandal  insdcudons  sought  leluje  in 
real  esace  invcsaneno.  Tier  were  eneour- 
ajed  CO  o'o  so  by  favorable  crt  lavrs  that 
shelcoed  ash  she^'eled  into  1  jtannienc  Koioes, 
scrip  shoppio;  ceaters  and  larjer  devdop- 
mcncs.  When  Consress  tote  do>rn  the 


shdcers  almost  ovcmighc  ir,  (he  l9S6Ta.x 

Reform  Act,  che  value  of  billions  of  dollacs  in 
loans  to  devclopen  plummeted. 

Vet  chcte't  eontndictory-  evitjcnce.  coo.  A 
19S9  study  by  che  Dallas  Federal  Reseri-e 
Bank  conduded  chac  risky  lending  pracoces 
at  htje  Texas  banks  were  as  responsible  for 
bank  tilures  in  che  middle  I9SOs  is  the  de:c- 
tioodnj  teal  esac:  and  energy  indusiria. 

The  STjdy  eoaractcriied  Texas  banks  ii 
eicher  *atsressi\x"  or  'conser^-ativc.*  U 
fetmd  chac  che  amount  of  capital  in  consena- 
dve  banks  dipped  fioc\  lSi%  of  assca  in  19Si 
CO  6-Zft  by  1983,  while  tKr"S'«  banks' 
equity  fell  co  a  negative  Q.2%  of  assets  from 
S.75  during  the  same  period.  Tne  prcble.m 
was  teal  estate.  By  19W.  consoMcdon  lendin; 
aiooe  repptseoced  1255  ofisiets-jcs~rtajivt 
banks,  eotnpired  with  7S  in  eonserr^tivc 
banks,  the  study  repotted.  "If  our  btifcin j 
tnduBty  in  Teas  looked  Eke  chose  eonservj- 
dve  banks,  the  problems  would  have  bean 
much  lea  serejc"  the  study  conduded. 

"While  msny  observers  have  pointed  to 
the  impact  of  filling  ot!  prices  and  dedlning 
economic  eondinons  co  explain  che  ditlicul- 
eies  ofTesis  banks,  the  possible  cole  of  man- 
ajerial  r'lsk-akin;  has  receii°ed  lesi 
aaeadoa*  che  study  eondnuecL  "This  repre  • 
sencs  a  serious  omision.  because  cnaiugcfra! 
factors  are  poceatially  as  imporcacc  u  eco- 
nomic conditions  in  dplainin;  why  Tctai 
ban.ks  encounceted  such  severe  ptoblem^ 

"Banks  in  Teas  weren't  Just  bfiodtd  by 
che  bad  ecoaomy  and  falling  oil  prices,"  said 
the  saidy,  by  Fed  economise  Jcfuej-CuncSet.' 
TEqually  impotonc  were  cheir  own  mana- 
jerial  scratejies  in  che  early  1 9SOs."  Asrej- 
sive  banks.  Cunchersaid.  "were  jrcuitomed 
CO  bijh  jtouth  and  high  performance. 
When  thcae  things  scnedin  slovr  dou-c,  che 
aggressive  banks  weren'c  willing  to  sbti.i'» 
alonj  mth  chac  Banks  whose  equicy  ha-: 
begun  to  erode  were  more  prone  co  jo  'me-, 
era;  estate  lending." 

And  Dallas-based  RepublicBankCarp. 
was  one  of  those  Ic  had  been  long  tejajce-. 
as  one  of  the  >l.v<.'j  mact  eont'rrjfivr. 
prudendy  run  lending  inscicutions.  M 
RepubliciRank  u-as  the  scares  piB-scr|p<-i 
banktr.  iQ  ooss-cown  comped tor.  intcrr  irsr, 
wore  brighc  plaids.  When  Incerfinc  j--. 
sucked  inco  a  whirlpool  of  dedine  by  we; 
enerty  loans  and  n-as  forced  to  merge  wi:  -. 
RepubllcBank  In  1987,  mosc  obiet\r.- 
believed  Republic  was  the  stronger  partnT.. 
Buc as  macteri  turned  ouc,  RepublicEank'; 
real  estate  loan  portfolio— fully  J*'*  "■'>■ 
loans  at  che  end  of  19S4.  up  from  only  H':. 
four  yean  eariler—  iras  the  .AchDIes"  heel  .• . 


(A>t  Oiiecn*  I  fnvru  Qt-ju>n>  mi 
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one  otMcrv'crntd  Tollourin*  chc coOapstf  of 
ch<  met^ci  inidniQoa,-^fle  RrpublicBinfc- 
(nccrFint  iracrupc  'uro  a  cue  of  cvo  dninks 
(rvvt;  CD  hold  ech  ocher  up.* 

Former  RepublicBank  director  Brighc, 
hou■c^■er.  disputed  the  Dillii  Fed  juidy 
u-hen  ievu  Uiucd.  He  claimed  rrpiUcon 
didn'c  cORipUin  jbouc  real  aax  leodin* 
u-faen  chc  loam  vere  soin;  on  the  books. 
"TIhc'j  trhat  chqr'te  Jajinj  todiy.  tnd  yet 
[butk  re^btsr]]  were  rutin;  enmiraaons 
dorin*  chat  period  «nd  they  didn't  ny  it 
d>en.~  Bn^cnid. 

Andaifortheirudomofthe  merjcr,  the 
dirccton  are  likely  m  atjue  chat  Federal 
(uchoricies  could  lu*e  prevented  it  if  they 
lad  winced  m.  or  could  have  \aeti  the  octa- 
tvon  m  express  their  coocem  about  the  eoadi- 
cion  chc  banks  were  to.  This  arsumeac  may 
rest  In  psrt  ca  u'hac  was  aid  it  s  p.-onousty 
undisdascd.  £>ce'-s>-f3ce  coosuladoa  chat  the 
defeodancs  held  Ilk  1983  u-ich  the  oadon's  top 
biakin;  rejubcoc 

From  joutces  cuw  dicetrtjy  involved  in 
che  legal  case,  £«i  Dinrtar  bis  learned 
thac  FDIC  chaitmin  L.  William  Seidman 
petjonaily  met  with  the  board  of  First 
Republjcfliok  Coip.  at  die  ciree  of  the  insi- 
cuiioa's  failure.  Tliiou  jh  spokesman  AU.n 
Whiraer.  Sddccutt  responded  CO  the  mija- 
zioe"$  inquiries  by  seating  that  he  does  not 
ceall  discxissia;  the  circumstances  of  che 
IncerFitst-RepublicBank  metjer  vith  chc 
assembled  dirKton,  buc  that  if  che  issue  had 
aciseiu  he  noutd  have  cold  the  board  what  be 
h«d  cold  che  OCC  and  che  Federal  Reserve 
when  those  re^uLuDrs  eonsulced  with  him  in 
1987 —  chat  his  ajeacy  had  no  objection  co 
d>e(tvet;rt. 

The  FDIC  says  it  files  lawsuia  agaiost 
•  •••«ton  iaabooc  half  of  all  bank  failutes. 
c.:  :hll.  latest  one,  i^inst  che  former 
RepubllcBink  diteoors.  b  decidedly  dliter- 
eut.  Forone  thin»,it  inrolres  che  nation's 
latSejc  banking  eolbpse  to  dace.  The  FIcsc 
RepublicBank  failure,  lea  than  a  year  after 
the  1937  merjer  of  OBce-bicter  rivals,  cost 
tiipayen  and  che  FDtC  an  eacimated  S6.7 
billion  In  d'ueec  bailout  cosa  and  crc  breaks 
to  NCXB  Corp.,  which  acquired  Fine 
RcpobCcSank's  vial  parts  when  the  corpse 
vas  buried.  For  another,  the  lawsuit 
clearly  indicates  thac  repiiaton  believe 
P.cpublleBink,  thought  to  b<  the  stronger 
of  the  t>ro  parties  chat  creaced  First 
R<pubGc8«nk,  eonesaled  che  vriknesi  of  ia 
real  estate  portfolio  from  the  FDIC  and 
OCC  bosdholden  and  investors.  Only  one  of 
che  ofTicen  named  in  the  laivsuit  a  (him  che 
InteTFiai  orvanitadon;  chat  if  James  Ervin,  a 


former  chief  oedit  officer  at  InterFlrsc, 
rcapoosiblefordue  diligence  checks  on  the 
Rfpublicfiank  loon  ponbTia 

Floally,  the  laoTuii  leaves  no  doubt  chac 
rc^ubcoaate^oinsaiicrthe  fbmerdircccDa' 
assets  to  replenish  che  altncat-bcoke 
bank  insurance  fund.  N'oc  only  was  che 
RepublicBank  dirccaiS  and  officen  'tosuc- 
anee  poBcy  virtually  drained  by  a  519  J  Bul- 
lion setdemenc  of  a  shareholder  bwsuic,  buc 
chc  S 15  million  in  insurance  rcmaiain;  from 
che  paCcy  coTerio'  dte  dme  span  cited  In  che 
FDIC  wit  is  lesuxied  by  a  "rejulaiory  esdu- 
slon'  clause  proridin{  for  no  indemnities 
in  Uwsuics  brcujhc  by  any  federal  or  sate 
rejuIatDcy  body. 

These  ehuses  hnx  become  coasnonplacc 
in  bank  DM}  insurance,  and  the  FDIC  xays 
it  rnnn.'nui  i  dicm  in  e\'cry  msance.  wicuung 
about  half  the  time,  accotdin;  to  FDIC 
spokesman  Alan  \\"hicnev\  But  Washington 
lawyer  Ronald  Clancz  disputes  the  FDICs 
fijures.  The^' may  have  iron  half  of  them, 
bu:  if  chey  did  they  won  iheta  all  bc-'bre 
FIRREA,'  says  Glano,  a  former  FDIC  and 
OCC  oflidal  wTW  now  defends  direcors  in 
te^!aco<y  Ca'jznon.  To  the  btat  of  bis  knoivt- 
ed;e,  the  (e»nIacoa  have  not  wt>Q  a  jingle 
moooa  to  r«id  a  re^Iatory  cxcUisiaa  clause 
since  FTRRE.A  nes  adopted  in  1989,  ptimiri- 
ly  because  thac  act  increased  the  Cabilides 
that  bank  dirccooa  and  oSces  face. 

•The  FDIC  says  rjccessful  challenscs 
have  been  mide  on  one  or  more  of  three 
grounds:  chat  dx  dimes  are  ambiguoos:  that 
insured  orSceis  and  directors  *tiavx  a  reason- 
able espectao'on'  for  insurance  co  cover  all 
Ixivsuics;  and  chat  chc  clauses  are  not  ^od 
public  policy  because  it  is  inappropriace  to 
ester  tots  a  connct  thac  doesa'c  ptoWQC  the 
pfocrm'oa  beiii;  pud  foe 

Whether  the  i^ulatory  ctdusion  cfausc 
for  the  FicK  RepublicBink  U&O  policy 
holds  up  win  be  decided  in  court.  In  any 
event,  it's  one  'issue  ir.  which  chc  FDIC  and 
the  defendants  find  themselves  ia  ajree- 
mesc  That's  because  if  che  excIusioQ  tdause 
Is  upheld.  It  means  the  directors'  personal 
assets  are  wholly  at  risk.  And  the  FDIC  wants 
Che  515  million  ir.  co»xraje  if  iteao  get  ia 
bands  on  doc  sum. 

The  policy  wouldn'c  come  dose  to  cover- 
ing the  S690  million  In  minimum  damages 
being  sought  by  the  FDIC  And  the  FO  ICs 
decision  CO  jo  ax'ier  Indl»'idual  diiecuts'  oet 
worth  has  prompted  concero  and  no  small 
amount  of  anger  in  banking  cirdes.  "Diree- 
tocs  are  human  beings  and  can  make  rau- 
caka,'  says  Diane  Casey,  exeeudve  director 
of  the  Independent  Bankers  Associacioa 


"This  suit  ivould  tend 

to  act  as  a  pxorgative 

of  the  regulators' 

lapse  in  responsitilities. 

Could  it  be  that  the 

lawsuit  is  nothing  more 

complicated  than  that 

the  FDICs  $750-aja-hour 

lav.7-ers  in  New  York  City 

need  to  justify  "what 

they're  charging?" 


»*.vx  Oiaccroa  /  reutTH  OC*«T««  '"I 
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"If  tkej're  looldng 
back  and  saying  real 
estate  values  are  not 
today  what  they  were 
five  or  sijc  years  ago, 
they're  right." 


HJ.'HJii' Vaarr 


oTAfflcna  ia  Wshingcon.  O.C  A  fine  Gne 
tcpsajss  nr^Icooo'  pfoycijooo  from  rej^i^ 
mrf  pesccudon.  she  nyx.  lad  che  FOIC  Kss 
'Bccutonallr  cooed  chc  Cnc' 

"They're  noe  lookinj  :c  eihsujcinj  Just 
che  insannoe  eD\OT{e."  Caey  ayi  TTtty'ce 
gotn;  ifnr  iadiiiduaU'  pertoml  wcstch. 
TTiere'j  t  tneaeUcy-  now:  "Co  tfcer  chem 
[JacoDal,  jqu«ae  ibem  undl  icj're  dty'.* 

Koiuc  Bviiciog  Comcniuee  duiroua 
KenxT  B.  CoozsJcz  orSan  Aascuo  hat  been  t 
pecsaunc  crtdc  of  (he  ie{ubists'  mnipeoeoc: 
in  eveneein;  (he  RepubticBiak-IaccrFinr 
(oetscr.  as  s^eJI  u  cfie  ax  beats  and  sub»- 
dies  5»TO  cs  NTNB  Corp.  fcHowinj  ie  Fiat 
RepublicSaok  collapse.  Coaalez  tsp  ibtc 
'ooinsderin;  die  cueumsonca*  sunoundu; 
che  tiwsuic  'chcre's  i  defcaie  due  i  tuic 
efchislued  could  be  refirded  u  puniure 
or  Tindiant* 

"The  (^ubeoa  have  been  lax."  Coeaalez 
eiaiga.  This  is  vhx  bodieotne  (be  mas;.  In 
i^i.>^m  I  iti  tcjjtswff  doa'c look  coo  jsod.* 
The  Iprtuit.  stfl  che  conjcessmin.  "would 
tend  CD  jccu  a  porstcnre  of  the  rcjulators* 
tipv  in  nsponsibnicies."  On  (he  odier  hind. 
Cacmlez  isio.  *Coutd  it  be  dia(  che  lavrrutt  a 
nochins  more  eofliplicnced  cban  chae  che 
FDICi  S7S0-ia-hour  liwotc  io  New  York 
Gey  need  co  'pairc  Tiint  they're  cbarswg?* 

rOIC  spotesmiA  Whitney  iasiscs  the 
xjcocT  is  noc  bceifcjnj  nc\r  rround  with  the 
Fioc  RepubficSank  lawjuic.  Ho^'^cvet,  .Amer- 
ican Btakers  Assocuuon  execucirc  James 
McLiatMiiu  direcMrof  rejuLacoty  relitioaj 
br  the  nde  gnup,  ssyi  che  FDIC's  eCoro  oo 
miaitoiM  losses  to  che -insurance  ftind 
ha"*  made  rejutatorj  "much  morcafjres- 
jive'  in  pursuing  Ae  peooail  assa  of  indi- 
ridual  directors  of  failed  banks.  The  First 
ReptibGcBanfc  bvrjuic.  .>w(eLJu;hlift  J173,  Is 
1  ajnal  (here  u"ul  be  ecnrinued  lg;rasi»tnesi' 

MeLau  jhJift  ssnt  one  problein  with  this  is 
the  additional  tc3poa:^'bilide3  and  toujher 
poceoiiai  pcnJoes  imposed  on  bar^  directors 
by  FTRilEA.  che  Finaaeiil  Insdcua'oos 
Reform.  Recovery  and  Enforcement  Ace 
approved  by  Con»rcss  In  1989.  He  notes,  for 
example,  chat  FIRREA  imposes  •  SZ.OOC 
daily  Gae  on  directon  for  such  nainor  ofTaoes 
IS  submictin*  a  btc  call  report,  with  civil 
penalties  rising  to  as  irujeh  33  SI  million  a  diy 
toe  more  serious  bankin5.bv  viobdsni. 

\V3ii331  loac  a  former  ehairnun  of  (he 
POCC,  vfao  'ts  nou'  a  buikiaj  conjulcaac  in 
Washinpnn  D.C  says  he  a  concerned  ibouc 
what  lee.Tis  to  be  J  changed  policy  from 
when  be  headed  che  Jjency. 

*[f  what  you're  cryinj  to  do  (vith  multi- 
miinoft^olbr  knrivicsl  it  s>  deter  undesirable 


bchanor  by  bank  directors  in  (he  future, 
rfut'i  fine.'"  Isaacs  sayi  "But  If  jwi're  lookios 
for  deep  poekeo,  you're  probably  discourat* 
Inj  (he  very  people  you'd  »rant  m  serve  a* 
bank  directors  in  the  future.  I  chink  that  che 
governmeac,  in  the  wake  of  che  lan'np 
and  loan  crisis,  is  much  mote  ineeresred 
(bese  days  in  deep  podictt.  Thac  b  a  decision 
that  is  much  less  orienced  co  philosophy  or 
public  poficy." 

Dallas  buffet  Robert  Payne;  an  3^Drac^•  for 
bncer  RepublirRank  diiecnir  Brijhc  be!ie<''e> 
(he  t^ulaesa  bear  socne  respoosibilicy  as  kt- 
•When  you're  1  bank  diiectot-  you  ou  jht :.' 
have  the  safeguard  of  having  the  regulaco.-; 
ifency  send  out  *aitiin{  sijnals,"  lomethin,- 
chat  didn't  happen  at  r  itst  I'xpubllcC:.-.;: 
Payne  says.  And.  echoing  Isaacs'  obser^'acior 
(hac  che  tau>suic  could  have  a  chilling  impKC  c.- 
(ccruicing  (iiane  direoiKS  10  tic  on  tank  boirc*. 
Piyne  says  that  if  banJt  officers  ""ein'cretv'to- 
lejulaiDcy  pioceccioal.  people  just  aren't  goinj 
n  be  indined  00  be  back  dlreoocs.* 

That's  true,  says  L.  Randy  Oeoror.  r 
DalU)  real  esaee  ezetacive  vho  lies  en  i.f 
board  of  (he  S151.4  million-asset  FintSc:-. 
Bank  of  Rio  Visa.  Tesas.  "I  probabl> 
troutdn'cdo  ic  [sic  oa  1  bank  board)  agsir..* 
Denton  says.  There's  no  real  up  side.  Vo. 
put  your  DS  worth  It  risk." 

"It's  dirEcsIc  enough  co  ceecuicdtrectcr: 
rigbc  now,*  says  Roruld  Glancz.  AJteady, :; 
conversadons  with  pocencial  directon.  th« 
(ctomey  hears  questions  like:  "Should  !  pu 
my  assets  into  my^Wfe's  name;"  If  (he  FDIC 
jireceed]  in  aeaeing  1  ae^v  standard  of  EabDI- 
cy  through  chc  RepublicBtnk  case,  Clanc: 
siTj,  'anpne  with  subsandaJ  means  «ioulc 
not  want  co  serve  on  che  board  of  ■  htj-. 
bank,  espeaally  i  brje,  troubled  bank." 

FOIC  jpokesraan  Whimey  coacedes  (.ha 
(he  agency's  a»jre3siveness  In  suing  direc«x. 
of  failed  banks  will  dampen  enehusiu.-. 
among  qualified  people  who  o(henrt$«  rnijh 
sccepc  a  bo«fd  poitdon  ic  a  fuuodal  insritu- 
doa.  "It's  »  concern,  and  noc  t  new  ore.' 
Whitney  says.  *We  reeogniie  che  possToilfc 
chac  there's  a  peteepdon  on  che  pan  of  cant'.' 
daces  for  directorships  that  chev  might  jr 
sued  (if  che  tank  SuTsl." 

So  (he  bvsulc  has  bioad  impCeadons  Jia 
extend  fer  beyond  Texas.  It's  certain  ii 
cause  edgincss  ia  Ne^r  En|bn<l.  nou-  ptajir.; 
the  same  song  ibouc  decen'ocaoni  real  e»t:i . 
loans,  second  vene.  cbac  souadel  I- 
Texas  when  btnfcs  sorted  folding  In  C-, 
mid-  and  bee  HSOs.  It's  not  a  can  of  wjcni 
that's  been  opened,  it's  a  can  of  snik;.- 
And  (he  people  most  likely  w  jet  bitten  i 
bank  directors,  mm 


306 


Tuesday,  September  15, 1992 


Btna  OsbokmE.  PvbUiber  sod  sdlter 

m 

il»otr  UKuJUtBlCH.  rrtMidatI  snd  C<j>tr4l  Utatfcr 

RALni  LANcn,  Senlar  Vioc  Pmldtai/SMwcutl^t  Editor 
[    WlUiAMW.BVAN&exfCBiyrcUjaafiiif  ejflOf 

fjoaiKrV.UanQ3n,UAajtlat  editor 

KXMA  PocraoH,  VIc^  t^mldeat/BdJiorUI  Ptgt  Editor 

m    • 

Staler  Vict  Fruldeau 

'  HAWir  U.  &rAM1.7y  Jiu  S«Jm  u><f  UMrktrtag 

i.  WlLUAH  CoJC.  Admlolrtrttloa  »nd  Fiiunce 

Phank  McKmailT.  Orcu  J<t/«B 

• 

ViceProickjiu 

,    :  lt>C]i/u(t>STAiuij,>i(h<iinX<yjif 

.     .  BMOIjaT.0AHtjK.U*rkmlJat 

■  tAl»TVuXHMt,arciiUaon 
OnovR  D.  Uvs<orroN.  lafonuUoo  UtuMttm*nt 
D«AJ<  Bi.rTHC  Sptltl  rrojttu 
.  Jambs  U.CDMSu.i^radue(Joa 


EDITORIALS 

Republic  Suit 

'Deep  pockets*  concept  is  chilling 


Directors  of  the  First  RepublicBAnkCorp. 
clearly  recall  the  day  when  then-Federal  De- 
posit Insurance  CcJrp.  chainnan  WiUiam  Seld- 
man  paid  thexn  a  vitit  shortly  after  the 
bank's  financial  collapse  In  1988,  According 
to  the  mlnutea  of  the  bank  meeting,  Mr.  Seid- 
man  praised  the  directors  and  artrlbuted  the 
failure  of  First  RepublicBsnk  to  poor  eco- 
nomic conditions  in  Texas  and  the 
Southwest. 

Four  fears  later,  those  same  directors 
who  were  assured  by  Mr.  Seldman  that  they 
^ad  done  nothing  wrong  are  subjects  of  a 
maltimultin>illion-<loUar  lawsuit  that,  re- 
gardless of  the  outcome,  will  forever  change 
their  lives. 

'  FDIC  attorneys  now  say  that  the  bank  di^ 
rectors  misinterpreted  Mr.  Seidman's  re- 
mark*, that  BdditioDal  information  baa  been 
qncovered  that  led  to  the  massive  lawsuit 
Qut  the  key  questions  In  the  $3.6  bUUon 
First  RepublicBank  failure  remain  the  same: 

•  Should  the  directors  have  been  able,  un- 
like anyone  else,  to  predict  that  a  free  fall  in 
oil  prices  would  bring  about  an  unprece- 
dented collapse  of  this  region's  real  eatate 
market? 

•  Should  the  directors  have  been  able  to 
predict  in  the  mid-'SOs  that  Congress  would 
past  major  tax  revisions  that  would  elimi- 
nate any  realistic  chance  for  developers  to 
climb  out  of  their  financial  abyss? 

In  retrospect,  it  la  not  difficult  to  recog- 
nize the  lending  path  that  led  to  the  down- 
fall of  the  nine  largest  banks  in  Texas.  Hind- 
sight 1.1  20/20.  But  the  KDIC  suit  implies  that 


F4rst  RepublieBan^i  board  of  directort  was 
expected  to  have  that  same  ability  to  look 
into  the  state's  financial  future,  aomcthing 
the  def6ndant8  Justifiably  say  was 
impossible. 

As  former  FDIC  chairman  William  Isaacs 
believes,  the  federal  ajgtncy's  relentless  pur- 
suit of  bank  fsilures  now  appears  to  be  shift- 
ing from  those  who  committed  misdeeds  to 
those  who  have  thd  Ability  to  pay.  Several 
First  RepublicSank  directors  have  been  told 
privately  that  the  FDIC  will  release  them 
from  this  lawsuit  if  they  will  surrender  10 
percent  of  their  personal  wealth. 

This  *deep  pockets'  approach  to  iMnk  liti- 
gation is  chilling.  Federal  authorities 
ahould  be  tireless  in  their  prosecution  of 
those  who  looted  insured  financial  institu- 
tions for  their  own  personal  gain.  But  law- 
suits against  directors  who  simply  failed  to 
foresee  future  economic  financial  problems 
wUl  destroy  any  chance  for  banks  to  find 
qualified  people  to  serve  on  their  boards. 
Moreover,  It  already  has  the  effect  of  creat- 
ing extrs-consenrative  financial  Institu- 
tions, which  la  exacerbating  the  current 
lack  of  available  capital. 

The  1990s  will  be  a  pivotal  period  for  the 
banking  Industry  In  this  state.  Financial  in- 
stitutions will  need  the  best  minds  avoiloble 
to  serve  as  directors  during  this  time  of  re- 
building. But  the  FDIC  will  foreclose  on  any 
opportunity  to  bring  the  best  and  the  bright- 
est into  Texaa  banking  if  it  continues  to 
prcsa  lawsuits  with  regard  only  to  the  abil- 
ity of  defendants  to  pay. 
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1      NEW  TACTICS  IN  THE  SEARCH  FOR  FnEHUMANS.  DISCOVERES,  PAGE  8D. 


Tob'  ImMu  KvnpMV  »»« —  JMU,  Tai 


U.S.,  Fvcst  Republic  officials  gear  up  for  possible  court  figbt 

-r/r^irru--;-  --iK-sts^*-  ts^Tj^^,^;^^^  E^S^''^^^^ 


iili^iakr—b-e  '"^^••rii'Z^.S   SU^S^SiaTS-d-o.    «ivm.«a.O-«l.rrn«- 

■^,  toll*  SV-in.  e..  •»«  •  rrti^rS^S^JS  SSjHx-?l?Brtt«i.J«-  «mn«»-T.  — ui-'J- 
•^*'i^Il?E."Sli:rSS    "^^Sa-ttwrnl^—i    R.b«B.Oed«a;OA«ia-«l™"    FU— .IU.«fM«l«-      i 
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^»,lFirst  Republic  officials  gear  up  for  possible  court  fight 


{oSflioVoh  lino.  Uvwemr. 
i'lpnmanX  U  In  trylni  to 
jtl'wch  lodlrldBtl  rup<AilM« 
[Vyb«  of  ti«  lo«»e«,  ■wlUl  >om«  ot- 
:in  tea  dliKiwj  fncLAlij  fac 
Wuimi  for  t}S>  mlllloa  w  D«n. 
^t7•^  t^<  v«uM  niki  (tc  |0T. 
tiiaan  uxtl  tfuBto  cUlaj 
•<t  bio  lit  bUUo«u  ttiaUut. 

la  Ulo,  »s»«»-oM  eoo»«». 
iu  vltt  4cfeadut>,  kwtn/, 
ivtnuxsi  sfflcttli  lowtred  th« 
u>t|i  culai,  iliLnih  BO  odo  &u 
■U  ;ublld;  by  bow  nnh. 

Soxe  of  Pint  Republic  <lr»o 
r>  »bo  tntiti.  tpcjUoi  «s  a< 
>oiilU«s  ibil  lb<7  not  b«  UcdU- 
ctf.  ilcKribod  Ibi  |«a<rla|  M  i 
lUltlaWlJ  iUiJ>U/  of  (OTWomtot 
I'JaUn^M.  SunJ«4  oi  tba  Urn*. 
tttaitaa  ui  ihiir  itton<rs  «•; 
l«/vi  r>t>lDo<)  Ibolr  cOBpoiwo 
ed  traru47(«rb<nlt. 

-Tbo«  ut « lot  of  »«nr  «trr 

«opli  Is  tbU  tntf.  Sooi  tJrui)/ 
tllih  ib«  coocipl  of  (l«iU08  w  ifio 
IftJjb,"  uU  Tboiui  JtclLxia,  u  •!■ 
wne;  for  Mnr>I  of  till  4lrtctar 
UfiQdiais. 

Tbt  |ov«ros)«at'i  niJI  t|ila«t 
nm  Rc^bUcI  oflion  <^  01ra» 
lort,  tUt4  la  July  mi.  Ui  rt*cb»4 
I  tomlot  fCtsL  SonUmtoi  ulkj 
i£«i  sunod  'lib  Ibt  iuat  ;ro>BU- 
aooi  It  U»  Cructot  bt'C  Ur{>lj' 
luUtd.  IsertulDi  th«  llbiUbood  of 
I  frooiota  cotnrooa  Il|bi. 

*ll  Kim>  ibot  Iboni  |0lD|  10  b« 
i!oi  of  001100  1000,' wl<l£ra<nn- 
{irl,  10  «iorDejr  lor  ih«  defun. 

Case  •xplalned 

lo  fts  pnMDMJoo  b«fari  tho  d«> 
/csduu  ud  t  moduur,  Uti  |ov«n. 
cco'.uidlucuofocuMdoft  UUad- 
lii|  /eliuooihlps,  wbLcJ)  tht  |ovtro- 
Ccni  csciiiyli  xrt  rill  vlih  tlo(>|i/ 
ptpcrvori  tod  violtud  fedtnl  rtf- 
olotsjas,  lo^  orvtrtl  qu«stJoo«b1f 
IrouActioot  wltb  ib«  fArtot  cos* 
pui;,  vhlck  Uo  lOvtruMDi  ujn 
vukcocO  llM  D<11*J  btsk.  EB«a- 
tUJly,  t^  lovc/Bmtat  c«oiesds  tkoi 
Uii  ^eftodAnti  lL&av,or  iboaU  bovi 
)i3«io.  U>»i  tba  >owf  tod  iruxi» 
•  ilooi  vtrt  laprvdcal  OAd  ibc>Jdot 
bivibMasod*. 

UoftKUsU  uj  lb*  TtXll  KOO- 
rar.  oaJ  >o<  tapradoBM,  ciuMt 
nra  lti;»iUk:1  ftUon.  Afur  Ibo 
fovcrooMDi  m*0«  lu  prcMftuiloo, 
lb«  ^etnduu  ulod  •  fad4xij  ]od{c 
u>  ihn»  ib«  cut  out,  cbirtloi  in 
coun  ruiip  Uiti  Tfi*»  Uw  protect! 
«trecion  froa  lUbUlt;  for  |ood- 
(oiO>  bulBMl  4*cIilou.  TbifV* 
■Iw  nta  rva  RtrvbUc'i  oki  Isivr- 
ioct  coopoo;,  irjiilai  ibtl  lb*  CV' 
riu  ibouU  ft}  port  of  ibo  go'cro- 
mcDitdiliu 

WUk  ibair  lire*  oa  IboM  potou, 
iba  te.'udaDa  ipUt  >loo|  oiber 
iDcv  Loa|-l«rB  dlrociorx  wbo  Mt 
00  Ri^Nlc&uk  D4llu'  boird.  tK« 
»«nc^^gK  Uuui  sbon-una  direc- 
tort,  wbo  >ol&fd  t/IKT  RapubUc  wu 
melted  nih  laurFlnt  Bosk  Dollu 
10  I9D.  SoiM  dircclort.  ouoBobUo, 
cssiKd  Ibtl  offlcnt  ibouM  Uir 
man    iMpuulbUit/.     ud     btrd- 


t.  WUIIam  StldJDU  . . .  U- 
FClC  chilrmtD  iitributcd 
RtpubllcBinlt'i  probltOJ  to 
th«  •conom7,  »e««rdiiig  to 
bMTd  mlQuict. 

pns«d  fermtr  offkors  ■crij'  Iboi 
tooM  ti  Um  «ullhi*r  dincun  vUl 
nnl*  nikor  tbu  fiibi. 

Oofotttena  do  rwcb  ocl'Otoan 
i«al*m<nu  lo  BOM  cuw.  t*w 
Uua  10  p*rc«Bt  of  Padml  Dopodx 

tOXUTkAC*    Corp.    MlVt    ftgfclAJt  OfU- 

(«n  *ad  dlncurt  |0  o  tritl,  tooord- 
ls(  i«  •(•&<;  KiUfdo.  Bui  bom  of 
Ibe  |DV«nuDul1  nJu  UmN*  fBaiU 
UnJu  vllh  dlrvctor*  son  nlatn- 
bl*  w  r«d*r>]  frtsfm.  Is  tbU  etio. 
diftoM  tttofXiTt  U7,  Boa*  of  il>« 
Firs  Republic  dcftiuSuu  ii  nttj  to 
tdmll  Um  fonrtrBators  cb<rx«^  in- 
ru<l,  lb«r  »>r.  »«1M«  lo«i*n 
b*«i  f>Ucs  pnj  u  0  |»tvwi*at' 
bUK)*dbirlad««mforrrru(«.  _ 

*Honett  butln«»men' 

Is  (VtUr  C4M>,  tb<  (ornscDI 
wui  ofUr  bou  Dd*  eroolo,  caa- 
Uixli  Mr.  PU'tL  *boo*  <"«<  *' 
Pirn  Rtpiblk'i  Urxoi  itunboldcr 
ft»d  coar1d«r«d  lu  mod  InUitotUl 
*F«cv>r.  Ur.  BrljhL  Now.  b«  myt. 
"lAffn  (ouif  iflw  whii  t  oU  boD- 
trtboilooamaB.* 

TU  PNC  lu  V*  ebviod  lb*  of- 
ncare  ud  dlrtcun  wlib  fr»d  tor 
iti  II  tli«(«l<tui  Ibo;  dlxectiy  b«o- 
«ni«d  tna  Ibclr  ocOcoi.  "nvrt'i 
Dot  «  iU^«  a11«4*U«o  of  triaduUnt 
or  p«nob«l  iDUr^d."  mid  UlchMl 
UcKool  It,  vba  rtpncma  a  lux* 
inwp  0/ fon»«r  R»p»bUeBA»»  dl»»e. 
urt. 

7«  lb*  ooaevy.  Ur.  Piftrl  Hid, 
lb*  rrrtraiMOI.  tBchxnin  lbtl> 
FDlC  Chtlmu  1.  WaUa  MdmUw 
prtlnd  lb*  dirtcion  lOO*  ofUr  lb* 
Unll  !»«•  eon»p»«.  AJ  •  boM^ 
tttttiat,  yti-  Mdou  torlbuud  lb* 
bull  ^blomi  lo  Ik*  000000/  tc^ 
laJd  tk*  PDIC  dldnl  plu  B  »•  of  n- 
c«rf  *od  dlrtcior^  KoordlBf  » 
ko*rdailsut*i. 

ta  eo«n,  PDIC  iliontri  b*«* 
0*1  d  tkil  lb*  dlr«cion  Blslaier* 
pi*iod  Mr.  Sddsxs  aBd  Ikal  IsntU- 
|»iDn  dldbl  unemnk  wrooidolDS 
BtUI  Uiir.  Ur.  Jaldrun  couldol  b« 
r»*ck*d  for  coKAiDt.  Tb«  pfttn- 
man  filed  lu  U«ull  lkr»*  j»tr»  el- 
Mr  Ik*  keokl  fillurt.  u  •  defdlls* 
10  nu  civU  clelKi  oppeired  r**df  lo 
■xptr*. 


How  aggrtt«clv»7 

A*  tb*  Pint  lUpubUc  bull*  b«*ti 
■p,  •  d*ti«u  U  Iciuailtrloi  •^ooi 
bow  ttX'*"^'"^  ^^  |OT<ras*ot 
•kouM  pvni*  cUlm*  tplui  offV 
c*ra  aod  ittncun  M  felM  fioucUl 
luUiuHosJL 

Qnop^m  \t  cl*i>orlii|  for  lb* 
9^^  *daiAlJO^ca  10  grtb  vb*w 
*«w  cufa  II  cms  nUtad  lo  tkrUI  tad 
b*nk  boUOBO;  rtoaiJ;,  wvtn)  cob- 
fimtmn  cnodi*!  nfuUwn  (or 
b*cUB|  00  iBlU  a(ilM  ofllc«r<  tod 
dl/vctorv. 

B\A  (cnMf  Ptac  ektlrau  WU- 
lUa  1m«  '^''"^  lb*  e{*fid*9  b<v« 
|co<  too  hr.  Tbtr*  bti  •  b**B  I 
(ufidAAeBUl  tfid  trv«kUa|  tklfi  la 
lb*  tpp»»»cb  of  r*t»Uion.-  ttld  Mr. 
Isuc  wbo  be*  k*Ip*d  «tr«clon  d*- 
(«ad  Um&h1t<i  tctlao  t|<acr 
cbar|tl 

Wbca  Mr.  iKtf  tttdod  lb* 
tgiocr  la  Ik*  mU-lt«(«,  Ibt  PDIC 
iMd  oaly  iboM  wbo  coaualntd 
Inud  or  vm  Mfllieaa.^  Bid. 
Now  r*tuleior<  tr*  "ilapl;  Is  pui^ 
roll  of  wbtre  (key  etc  find  bo 0*7-* 

Son*  dlrocwi  tstrfly  rectU  thii 
u  tncnwjr  Icr  ibo  PDIC.  durtog  tk* 
Bodltdon  a**ilsp  ti  tb*  Cr*ac«ul 
HMt),  iUpp*d  umxi(k  •  r*ccoi 
Ttui  UcNUMy  Un*  oa  Ik*  Reu'* 
100  ilckael  p«>pl*.  Tb*  prr*rao>«al 
wa*  f*n^''^g  t  iB0stxc  Iktl  Ibf  cam 
wtui  «s  IB  Btrlu,  OS*  dlrtcior 
Bid. 

■irt  oo  ik*lr  ibtiiQr  i«  prooociu 
•ad  far  tWltj  u>  pay.*  lb*  dlrtcicr 
ttld. 

B«l  PtHC  ipoktmta  Altn  Wkli- 
D*y  amid  lb*  e|*acy  flm  couiUlerx 
wkttbtr  oflletn  tad  dlre^icn  felled 
-  H  »T*ra*«  a  ktak  properly  or  c«o>- 
allied  otktr  mbdaodi,  tad  lb*a  li 
look!  at  ibelr  abUliy  to  pay  r*ftliB- 
iloa  Tke  PCIC  laeniu  depodn 
wbca  b*xJa  ftD  eeJ  trt««  lo  rxow 
lu  lc*Hi.  Afcacr  policy  btiol 
cbto(*d  Is  naa\  y**n,  ahboutk 
Bort  roltJ  kiv*  b**a  fUad  a*  nor* 
baakjba>tftllMl,be»ld. 

High  stakes 

Baetoa*  o(  ibdr  vMllb.  Ik* 
lUktt  an  kl(k  (or  Btay  of  ikot*  e» 
•ed*i«t  wlik  Pim  RtpvkUc  Poor 
4,(eadaau  —  Vr.  Brlibt,  Mr.  Bast, 
Ur.  D*dmta  tad  Irrla  Levy  —  Bad* 
tkr  Tuai  U*MkIy  naXlopk  tad 
a>v<r«l  o<ken  coo*  (raa  UBlIkl 
Uiied  tBOoi  lb*  luu'i  wetliklesL 

U  IB  orl{Utl  nit.  ik*  ro^rtn- 
B*ol  wtf  vtf«t  tbosi  cUloa  of 
wrooidolai  •»*  d»»a|aei  t»ylB« 
oaly  ibei  ll  tot(kt  Bor*  tkta  lioo 
bUUoo  fioa  Ik*  >  defeodtoti  Tb* 
e|cocy  lootki  0  ilmllar  tauual 
froB  a  d*f«aduiu  la  a  ctaa  niod  la 
HounoB  OTtr  lb*  fellur*  of  Ik* 
tnalltr  Pint  RepubUcBeok  Iher*. 
Tkcac  defeBdaatl  tb*  btvt  bed 
Ullu  wllk  lb*  {ovwaBeol,  aad 
tk*yr*  bop*f«l  •  aeiUcoeoi  eta  b< 
retcked. 

la  crylBi  la  eiubllih  a  pantra  of 
a*(lacl  Is  DalUl.  Ik*  (O'tramODI 
baa  OBllinod  *  coaptal  tod  sipaa- 


dv*  CM*.  Tka  procaedlajl  ea»»r 
Bkor*  IbtA  100  iraojacllocu  tad  t 
milloa  docwBeoo,  Ike  n»C  fcu 
aald.  Tb*  govtraaaai  lei  np  rleko- 
raia  ladcxel  tad  e  ler^e  ruoo  In 
Od«  Uiln  Place  10  kouje  Ibe  paper 
pUe. 

lb*  (orveraBeni  conieiidi  Ikai 
nr«  Rrpubllf^  problemi  t)«tao 
witk  a  p*n*ra  exabUihed  la  Ibe 
«»rly  ino*  al  RepabllcBaok,  wblcb 
orl«lDil1y  Bade  ik*  louii  Ibat  ibe 
icveraneni  1>  qucszlonljit. 

II  cbtrfc*  ikai  ihe  Republlcfiaok 
dirocior)  coodoced  or  t&cmreiad 
prtcUees,  neb  u  ecccptloi  iboddy 
epprtlltll  tad  atldoc  loaal  for  Ih* 
lull  valu*  of  e  properry.  tbat  iBflaicd 
the  ptrtoi  corapaoy^  proflti.  Al  the 
Uta,  Ik*  dlrecton  ft  lOO  niKb 
pcvcr  to  tb*  penot  cocopeay,  which 
Ujtr  dlcuctd  pobcy  eod  does* 
■Motad  aon  of  tae  loeoi.  tke  |ov. 
tmiiie&i  bu  arpMd. 

Bui.  bM  defaoM  allomey  Mr. 
McKool.  "Al  tke  tlo>e  . . .  rrjulalora 
lai^dcd  tb*  tamptay  [or  tdoptioi  lu 
BtnaceiAcol  ttructurv'  lo  dicboy 
tad  exajelaen*  rcporu. 

Dlrector-oHlcer  Ilea 

A  iuo<oiy  roUOooiblp  Hao  dcel- 
ep^  bei«*<o  Ike  teak^  ilnaort. 
wbo  td  t<  Ibe  conptayt  flaal  ovcr- 
um. end  ibe  benkl onicerx. rrjula- 
Ion  cturfo. 

Accordlni  10  ct>un  docoaeau, 
for  iBiiaoct.  rvm  Republic  )otae>] 
UM  nilllloo  to  Mr.  Orijbi'a  camp*- 
alet,  SIM  nlllloa  to  Mr.  Huol  and 
iU  Blllloa  to  Dnoald  Zaia.  taotkar 
diraciof.  TkoK  loaftt.  b«w*Yer.  are 
not  lncl»d«l  In  tbe  FOlCi  cas*.  aod 
Ikare  U  no  ladicailon  iliei  la»cJilta- 
ion  are  qocrtonlin  il>dr  ^uaUiy 

Tbe  tovtroreeat  U  b«ldlQg  Ihe 
tnlirt  boerd  of  director!  rtepuiuibU 
for  each  of  oore  ikaa  100  qvrsilon- 
able  looai  Bade  In  ike  mld-l'lot  Ke- 
(ul»ion  well  10  asco  jpedllc  «">■ 
nu  tfalasi  direcurt  dependiac  on 
lb<  Icaaa  ae<l4  while  ikey  penred  oa 
lb*  board,  anacklo^  ounban  to 
eacbBtBt. 

Tbe  cbtrjel  tgalu)  one  director 
Texai  lasmmeoB  lac  ebtinBon 
Jerty  JunWai.  arc  lb*  only  ones  de 
acrlk*d  In  deitll  m  tbe  court  Hie  bu- 
appaar  lyplcal  of  Ike  PCIC^  con 
plelnu.defeuc  etumeyi  laid. 

Tb*  nilnr  dexrtbce  u  «oa.iloa 
tbi*  90  lo«»»  to  H  bonowefj  total- 
lot  alBoM  J4«  BllUoa  Tbe  loeu 
ware  Bad*  from  late  \9*S  .Bill  tU» 
bank  felled  and  raatad  from  a  lo* 
«(  sy.DOO  to  a  bigh  of  Ml  alllloa 

Th*  court  llle  doa  not  elleje  thi 
exact  loeo  In  Mr.  JunXlnr-  caae  oi 
My  bow  Bucb  Boney  UtouthI  Irou 
bin.  BoctuJ*  be  BrreO  durlni 
BUCb  of  Ike  Urn*  co»ertd  by  iV 
FOIC  conipUlni.  Mr.  Junkloi  pfobi 
bly  faces  trtoni  the  larjejl  o(  III 
FUICI  daaate  dalBJ,  »y  lawy" 
laminar  wllk  the  case  _. 

Ur  Junklna  bai  "denied  ell  tb 
•4Cocy'i  ditric  laid  Mr  Thouta 
hlsaiiorney 
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Worsa  than  mott 

Anontjt  (or  dte  cov«raiDeat 
cbui*  <I>At  pncdoM  tt  Pint  R«7<il>- 
Uc  wcr*  vocM  tb«n  tt  aoit  othtt 
f«U«d  Ttocat  b«aki.llM  tovtfaB«nt 
bu  coat«ad«d  that  la/Utad  •ppraU* 
als,  foot  docuMatitloa  cr  oxtmU*- 
tic  pn^}«alo&t  rt^t  Mch  qv««tio»- 
•bW  lo4a  AnerMTt  UJ  MiM  v«at 
to  borrowtft  vtth  BO  Mt  irorth,  or 
t^  ^tak  vxtaadad  M  BDCb  crtdlt  to 
c«n*tD  ci»toaa«r«  tbat  it  vloUted 
r*i3«r*i  rvflfiUtloat. 

For  «x»mpU,  aboot  $190  TBtnioa 
la  qoMUozublt  iotas  wer«  m*^  to 
comp4a)«c  U«d  to  real  wUte  devtl* 
0^  ;ota  Be  lie  h.  •ccerdlag  to  i*- 
uils  o(  iht  charges  a|alim  Mr.  Jaa> 
)dax  Cov«nua«at  attonitx*  cbarg* 
itMt  bank  efncan  tctlvtl/  halpsd 
Ur.  BuUch  set  ip  MV  comp<nl»« 
aa4  tbop  for  Itgtl  opUUoM  that 
would  allow  faia  to  avado  rtttrl» 
tiooa  OD  loaat  to  OM  bonowar. 

Ur.  EuUcb  coajd  M(  be  reached 
for  cwnmcBt 

Tba  eomplaxltx  of  its  claims  and 
tbe  siunbar  of  daftadant*  has 
caused  ib«  |ovtntBUBt  soaa  coa/»- 
tioA.  Regutaton  reccaily  cooceded 
that  cbay  bad  tb«  data*  wropg  on  a 
couple  of  dlrocton  wd  dropped 
•omacbarctti. 

*'Tb«  loveraaem  Just  cast  a  wld« 
net  In  the  cod,  It^  tolni  to  catch  do 
n*h."taJdMr.McKooL 

Ttt  light  diracton  who  cazse  to 
Pint  Kepublle  from  IstarPim  face 
Iba  fewest  charges.  Ai  Individuals, 
the/  bear  DO  UabUlty  for  the  loan 
probleffls  that  easa  froo  RapubUe- 
Bank,  but  the  govenisept  \i  holding 
ihea  refpoodblc  for  S30  Btillloa  in 
tatracoA;>4njr  trantactioni  that  It 
haj  challangad,  atuimcy*  tay. 

"Mjr  cUeati,  la  particular,  are  oaV 
ri^ed  and  oswllllng  to  Mttle  with 
Um  FtXC  on  BBjr  beats  that  vj(x«ca 


they  hare  reeponaibUlt^r  for  tha 
beak*!  failure."  lald  Uwls  Leclalr. 
who  represents  the  largest  group  of 
fiaraar  iDtarPlrst  directors. 

Greatest  claims 

Oomsaeat  attorney  CMttad 
dut  btcrPlrst  diracton  had  reason 
to  suspect  even  before  the  merger 
that  RepobUcBaak  had  taflated  lu 
■trength. 

First  RepubUe  oIHccrr  lDd)vldo> 
•II7  face  the  greatest  damage  claims. 
Isdudisg  aort  than  ^250  oillioa 
froo  loan  looet  and  the  S30  million 
la  tatracoapany  transartloai. 

With  government  artomext  hack> 
Ing  off  their  initial  damagt  claims, 
soma  defend anu  worry  that  the 
wealthier  directors  wHI  settle.  *Tb< 
Dtiffibers  are  getting  to  1  level  that 
some  defendanu  could  alTord  them." 
said  one  former  Flm  Republic  direc- 
tor. 

The  court  battle  with  1  fonner  In- 
suraoca  carrier  for  Fim  Repabtic 
Buy  affect  aettlaaaat  taUx  li^e  in- 
surer contends  ihst  Pint  Repabllc's 
policy  excluded  goverament  actloos. 
bot  the  defendants  disagree.  Even 
so.  iht  InsursDce  would  provide 
only  about  SIS  nlllioo.  attomays  cay. 

Word  circulated  for  •  while  that 
the  PDIC  would  settle  for  00  Jess 
than  to  percent  cf  a  director^  per> 
soaal  wealth,  defendanu  say.  Ror 
Mr.  Bright,  that  would  equal  nO  mil* 
lion  of  his  estimated  set  worth  of 
S^OOmlUloa. 

But  defense  attorney  Ur.  Jackson 
said  that  precisely  because  of  the 
wealth  among  Daliai'  buincss  elite. 
the  government  may  face  a  raonu- 
saatal  test  of  lu  approoch. 

This  group  0(  defeodanu  has' 
aore  abiUty  than  mo«  10  defend  It- 
self. They  have  the  resources,"  he 
said. 
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FDIC  Suits  Broke  1988 
Pledge  to  Bank  Board 


We  Won't  Sue, 
Seidman  Told  First 
RepublicBank 
Directors 

BY  MIRIAM  ROZEN 


When  [he  Federal  Deposit  Insurance 
Corp.  filed  suits  last  month  against  67 
former  officers  and  directors  of  the 
failed  First  RepublicBank  Corp.'s  Dal- 
las and  Houston  banks,  the  surprised 
defendants  and  their  counsel  began 
sharing  their  recollections  of  a  seem- 
ingly obscure  board  meeting  three 
years  ago.  At  that  May  17.  1988,  gath- 
ering, FDIC  chairman  William  Seid- 
man apparently  offered  a  pledge  to 
outside  direaors  directly  countering 
his  agenc)-"s  new  allegations. 

Filed  on  July  25  in  Dallas  and  Hous- 
ton federal  courrs,  each  of  ihe  FDIC 
suits  seeks  more  than  SlOO  million  in 
damages  and  charges  the  directors 
with  abandoning  all  proper  banking 
policies  in  managing  what  was  then 
Texas"  largest  bank. 

While  attending  the  1988  meeting  of 
outside  directors  of  First  Republic- 
Bank's  holding  company,  however, 
the  FDIC  chairman  sounded  a  very 
different  note. 

At  that  lime,  an  FDIC  takeover  of 
the  failed  bank  was  two  months  away, 
a  move  that  ultimately  resulted  in  (he 
bank's  federally  assisted  sale  to  Char- 
lotte, N.C.-based  NCNB  Corp.  Seidman 
wanted  to  ensure  that  the  First  Re- 
publicBink  holding  company's  outside 
directors  continued  to  serve  on  the 
board. 

"He  didn't  want  a  mass  exodus," 
said  Mike  McKoo!  Jr.,  a  name  panner 
at  Dallas'  newly  formed  McKool 
Smith,  who  represents  18  of  the  67 
defendants. 

According  to  minutes  of  the  1988 
meeting,  several  questions  were  raised 
about  the  indemnification  of  directors 
who  retrained  on  the  board.  Seidman 
promised  to  do  everything  possible  to 
protect  them  and  said  that,  at  that 
lime,  there  was  no  evidence  of  fraud 
or  mismanagement.  And  the  FDIC 
chairman  explicitly  said  his  agency 
had  no  plans  to  sue  the  directors. 


Specifically,  the  minutes  indicate, 
Seidman  and  ihen-FDlC  general  coun- 
sel John  Douglas  advised  the  directors 
that  the  FDIC  would  follow  the  bank's 
corporate  bylaws,  which  called  for  the 
bank  to  pay  for  the  defense  of  direc- 
tors and  officers  against  claims. 

Although  the  two  agency  officials 
advised  that  the  FDIC  could  not  guar- 
antee the  availability  of  funds  for  this 
purpose,  Seidman  and  his  lawyer  — 
Douglas  now  is  a  partner  in  Atlanta's 
Alston  &  Bird  —  said  they  intended  to 
cooperate  with  the  bank  in  tij'ing  to 
obtain  the  money. 

In  its  recent  suits,  however,  the 
FDIC  has  named  many  of  the  holding 
company's  outside  directors  as  de- 
fendants, including  Paul  Seegers,  the 
retired  chairman  of  Centex  Corp.; 
H.R.  "Bum."  Bright,  former  owner  of" 
the  Dallas  Cowboys;  W.C.  McCord, 
chairman  of  Enserch  Corp.;  and  James 
Berrv.  a  former  chairman  of  Re- 
publicBank Corp.,  which  mergedwiih 
InterFirst  Corp.  in  1987  to  form  First 
RepublicBank  —  only  to  fail  a  year 
later. 

j  Seejers  and  McCord  are  both  repre- 
Isented  by  McKool.  who  was  willing  to 
discuss  the  context  of  Seidman's 
comments  but  declined  to  discuss  any 
merits  of  the  case.  McKool  said  he  had 
j  heard  numerous  references  to  Seid- 
i  man's  remarks  since  the  FDIC  suit  was 
filed  last  month,  "The  minutes  are  not 
specific  enough."  he  said,  however, 
"to  reveal  specifically  what  was 
promised." 


Dallas'  Hughes  &.  Luce  is  represent- 
ing at  least  eight  of  the  defendants,  in- 
cluding BerQ-.  Hughes  &  Luce  Pinner 
Darrell  Jordan  also  had  heard  about 
Seidman's  promise  and  tooV  hcaa 
from  it. 

"We  believe  the  statements  made  by 
Seidman  clearly  indicated  that  the 
FDIC  at  the  time  did  not  believe  that 
the  failure  of  the  bank  at  that  time  was 
caused  by  mismanagement,"  Jordan 
said,  "I  think  it  is  a  significant  admis- 
sion by  the  plaintiff  in  i^is  lawsuit  that 
what  they  are  claiming  didn't  occur." 

Bright  is  represented  by  Robert 
Payne,  a  name  panner  at  Dallas'  Payne 
i  Vendig,  who  declined  to  comment. 

The  suits  are  FDIC  v.  Bright,  tt  al.. 
No.  9I-CV-1490-G  In  Judge  A.  Joe 
Fish's  court  in  Dallas,  and  FDIC  v. 
Brown,  el  al.  No.  H-9I-2073  in  Judge 
Sim  Lake's  coun  in  Houston. 

Seidman  announced  earlier  this 
month  that  he  Intends  to  retire  Oct. 
16.  He  declined  Aug.  14  lo  comment 
on  his  remarks  at  the  1988  board 
meeting. 

"On  the  advice  of  counsel,  the 
chairman  has  decided  not  to  comment 
because  of  pending  litigation,"  said 
FDIC  spokeswoman  Caryl  Austrian. 
Former  FDIC  general  counsel  Douglas 
was  on  vacation  and  unable  to  return 
phonecalls,  his  secretary  said.  ■ 


Miriam  Rozen   Is  a  Dallas-based 
senior  reporter  for  The   American 
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Introduction 

Beginning  in  1992,  the  American  Association  of  Bank  Directors 
received  nvunerous  phone  calls  from  directors  of  failed  banks  and 
savings  institutions  that  suits  filed  against  them  by  the  RTC  and 
the  FDIC  were  baseless  and  unfair. 

In  June  1992,  the  General  Accounting  Office  released  a  report 
entitled  "FDIC  and  RTC  Could  Do  More  to  Pursue  Professional 
LicJsility  Claims."  The  GAO's  study  did  not  review  whether  cases 
filed  by  the  FDIC  or  the  RTC  should  have  been  filed.  AABD  asked 
that  the  Senate  Committee  on  Banking,  Housing  and  Urban  Affairs 
direct  the  GAO  to  evaluate  the  adequacy  of  the  policies  and 
procedures  used  by  the  FDIC  and  the  RTC  in  reviewing  potential 
claims;  the  criteria  utilized  in  determining  when  and  whether  to 
retain  outside  counsel;  the  sufficiency  of  the  review  of  the  case 
by  the  FDIC  and  the  RTC  prior  to  filing;  and  the  extent  to  which 
the  FDIC  and  the  RTC  are  filing  non-meritorious  claims.  See  S. 
Hrg.  102-680,  pp.  46-52. 

Having  received  no  response  from  the  Senate  Banking  Committee 
to  our  request,  AABD  decided  to  commission  a  survey  of  complaints 
filed  by  the  RTC  in  1992  against  directors,  officers  and  advisors 
of  savings  institutions.  The  survey  is  limited  to  a  review  of  the 
90  complaints  contained  in  the  RTC's  public  files.  A  copy  of  the 
survey  follows  this  introduction. 
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The  results  of  the  survey  are  the  following: 

A  majority  of  the  defendants  were  outside 
directors  -  376  individuals. 

Only  17  of  the  90  complaints  reviewed  alleged 
self -dealing,  conflicts  of  interest  or  fraud, 
and  only  a  handful  alleged  insider  abuses  on 
the  part  of  outside  directors. 

•  A  majority  of  the  institutions  whose  directors 
were  sued  were  small  and  located  and  in  small 
towns  -  for  example,  Cornelia,  Georgia  - 
population  3,219;  Drew,  Mississippi 
population  2,349;  Mountain  Home,  Arkansas  - 
population  9,027;  Plymouth,  Indiana 
population  8,303,  and  Esthersville,  Iowa  - 
population  6,720. 

•  Simple  negligence  leads  the  list  of  legal 
bases  upon  which  the  suits  were  filed;  gross 
negligence  often  is  alleged  whenever  simple 
negligence  is  alleged. 

•  Many  of  the  "negligence"  cases  were  "bad  loan" 
cases.     Directors   routinely   approved  or 
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ratified  a  handful  of  loans  10  or  15  years  ago 
often   ADC    (commercial   real   estate 
acquisition   development   and   construction) 
loans  -  which  were  not  fully  repaid. 

The  complaints  themselves,  or  the  underlying 
evidence  purportedly  supporting  the 
complaints,  dissect  the  lending  decisions  of 
the  outside  directors.  For  example,  was  there 
information  missing  from  the  loan  files?  Did 
the  appraisal  on  the  collateral  have  any 
defects?  Did  the  Board  receive  the  loan 
package  before  the  Board  meeting?  How  much 
time  was  spent  reviewing  each  loan?  What  did 
the  Board  know  about  the  lead  participant  or 
broker?  Did  the  loan  file  contain  all  the 
necessary  credit  information?  What  did  the 
minutes  reflect  on  the  Board's  deliberation  of 
each  loan? 

Many  of  the  loans  in  question  were  approved  so 
long  ago  that  the  directors  would  have 
difficulty  remembering  many  details. 

The  "bad  loan"  cases  have  turned  a  routine  and 
limited  exercise  —  the  board  approval  of  ten 

-  iii  - 


315 


or  twenty  loans  at  a  board  meeting  based 
largely  on  the  recommendation  of,  and  in 
reliance  on,  management  —  into  a  dangerous 
and  vincertain  practice. 

Thus,  contrary  to  the  perception  of  the  general  public  and 
many  members  of  Congress,  these  suits  have  little  to  do  with 
"getting  the  S&L  crooks."  On  the  face  of  it,  these  cases  by  and 
large  relate  to  the  exercise  of  business  judgment  by  ordinary 
people  engaged  in  ordinary  businesses  and  professions  in  small 
towns  across  the  country.  We  understand  that  most  of  these 
directors  were  paid  modest  fees  to  attend  board  meetings  and 
received  no  improper  benefits  from  the  institution  for  having 
approved  or  authorized  the  credits  for  which  they  are  now  being 
pursued  for  their  life  savings. 

How  the  RTC  made  its  decisions  to  sue  in  these  cases  is  a 
legitimate  concern.  Former  RTC  CEO  Casey  has  testified  before  the 
Senate  Banking  Committee  that  the  RTC  only  sues  after  careful  and 
thorough  review  in  the  field,  regional  and  Washington  offices  of 
the  RTC. 

Yet,  there  is  now  evidence  to  the  contrary.  The  Wall  Street 
Journal  editorial  on  September  24,  1993  quotes  Ira  Parker,  former 
RTC  associate  General  Counsel  who  was  the  Washington  RTC  person  for 
reviewing  and  "independently"  approving  suits  against  directors,  as 
stating  that  he  approved  suits  against  directors  even  though  90t  of 
them  were  of  doubtful  merit: 
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"Having  sat  for  only  a  month  and  having  testified 
before  Senator  Riegle's  committee  as  to  why  one  action 
hasn't  been  brought,  you  know  that  if  you  make  the 
decision  not  to  bring  the  action  ...  that  you're  going  to 
be  called  before  some  committee  someplace  up  on  the  Hill. 

That's  literally  what  goes  through  your  mind. 
You're  going  to  be  asked  to  explain  your  decisions  and 
it's  not  going  to  be  a  private  forum,  it's  not  going  to 
be  in  chambers,  or  just  to  Congressional  staffers.  It's 
going  to  be  sitting  up  there  with  C-SPAN  glaring  in  your 
face  or  Sam  Donaldson  glaring  in  your  face  because  it 
will  be  shown  on  some  stupid  show. 

I  do  know  one  thing.  If  I  go  ahead  and  authorize 
the  litigation,  nobody's  going  to  criticize  me." 

We  also  note  that  there  have  been  questions  raised  whether 
these  suits  are  cost-effective  and  in  the  best  interests  of 
taxpayers.  Bank  Bailout  Litigation  News  reported  recently  that  the 
RTC  has  spent  $110  million  on  outside  legal  fees  to  pursue  failed 
thrift  directors  and  officers,  but  has  only  collected  $55  million. 
In  his  testimony  before  the  House  Banking  Committee  on 
November  17,  1993,  Thomas  Hindes  of  the  RTC  testified  that  the  RTC 
has  settlements  or  collections  (it  was  not  clear)  from  D&O  claims 
of  $83.6  million,  but  he  did  not  break  down  the  outside  fee  counsel 
costs  from  the  $250  million  total  for  all  PLS  suits,  and  he  did  not 
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quantify  the  internal  costs  of  the  RTC  or  the  costs  of  the  Justice 
Department,  which  assists  in  certain  cases. 

These  cases  are  not  just  important  to  those  who  have  been 
sued.  The  American  taxpayer  needs  to  be  assured  that  these  suits 
are  cost-effective.  Directors  of  banks  and  savings  institutions 
need  to  know  that  if  their  institutions  fail,  their  personal  assets 
will  not  be  threatened  unfairly  on  the  basis  of  a  second  guessing 
of  their  business  judgment. 

AABD  renews  its  request  that  the  Congress  investigate  the 
cases  filed  by  the  RTC  awi  seek  assistance  from  the  GAO  and  the 
RTC's  Inspector  General.  The  Congress  needs  to  determine  that  the 
RTC  is  reaching  a  reasoned  decision  to  sue,  on  an  independent  basis 
—  independent  from  outside  fee  counsel  and  from  local  PLS 
attorneys  whose  livelihoods  depend  on  suits  being  filed. 
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INTRODUCTION 

Since  the  1989  U.S.  Congress  has  enacted  laws  which  grant 
federal  banking  agencies  extraordinary  powers  to,  among  other 
things,  dismiss  directors  of  banks  and  savings  institutions;  issue 
"deep  pocket"  subpoenas  before  they  have  determined  that  the 
director  did  anything  wrong;  freeze  personal  assets  without  prior 
third-party  review;  and  impose  civil  money  penalties  on  directors 
without  proving  intentional  misconduct  or  negligence.  These  laws 
were  enacted  out  of  concerns  about  the  safety  and  soundness  of  the 
banking  system. 

At  the  end  of  1991,  the  American  Association  of  Bank  Directors 
conducted  a  survey  of  banks  and  savings  institutions  to  determine 
to  what  extent  these  and  other  laws  were  discouraging  directors 
from  continuing  to  serve  as  directors  and  others  from  accepting 
offers  to  become  directors.  Approximately  20%  of  respondents 
stated  that  directors  refused  to  stand  for  re-election  or  persons 
refused  to  accept  director  positions  out  of  fear  of  personal 
liability.  AABD  also  received  correspondence  and  calls  from 
directors  reporting  alleged  abuses  by  federal  banking  agencies 
pursuant  to  powers  authorized  by  Congress.  AABD  also  became  aware 
of  instances  where,  out  of  fear  of  personal  liability,  directors 
altered  loan  underwriting  standards,  which  had  the  effect  of 
reducing  the  availability  of  funds  to  creditworthy  individuals  and 
businesses  in  their  communities. 
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As  a  result,  AABD  established  a  Constitutional  Rights  Task 
Force  consisting  of  an  independent  group  of  constitutional  law  and 
banking  law  experts  to  study  recent  federal  banking  legislation, 
regulations  and  federal  banking  agency  policies  and  practices  which 
appeared  to  affect  adversely  the  individual  rights  of  bank  and 
savings  institution  directors. 

The  six  reports  of  the  Task  Force  follow  this  introduction. 
Among  the  Task  Force's  findings  are  the  following: 

The  dismissal  powers  of  the  federal  banking  agencies  under 
FDICIA  represent  an  extraordinary  expansion  of  the  agencies' 
powers  to  dismiss  directors  and  officers  —  which  raise 
substantial  constitutional  issues  of  due  process.  No  longer 
must  the  agencies  demonstrate  the  culpability  of  the 
individual  being  dismissed.  So  long  as  they  determine  that 
the  capital  levels  or  condition  of  the  institution  are  below 
par,  they  can  dismiss  a  director  without  a  hearing  before  an 
administrative  law  judge  or  federal  judge. 

•  The  Crime  Control  Act  of  1990  authorized  the  FDIC  to  regulate 
indemnification  of  directors.  The  FDIC's  proposed  regulations 
deviate  significantly  from  the  Model  Business  Corporation  Act, 
adopted  in  35  states,  under  which  directors  may  be  indemnified 
by  their  corporation  if  the  individual  acted  in  good  faith, 
and  reasonably  believed  that  his  or  her  conduct  was  in  the 
corporation's  best  interests,  unless  the  director  improperly 
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received  a  personal  benefit.  The  FDIC  proposal  states  that  if 
a  judgment  or  order  is  issued  by  a  federal  banking  agency  or 
if  a  settlement  is  reached,  then  indemnification  (and 
insurance  to  cover  that  risk)  is  not  available,  even  if  the 
director  acted  in  good  faith  and  reasonably  believed  that  his 
conduct  was  in  the  corporation's  best  interests  and  did  not 
improperly  receive  a  personal  benefit. 

It  is  the  regulatory  agencies  which  are  pushing  for  mandatory 
regulatory  coverage.  The  RTC,  for  example,  widely  uses  "deep 
pocket"  subpoenas,  which  order  former  directors  of  thrifts  and 
banks  to  turn  over  their  tax  returns  and  other  personal  and 
confidential  financial  information  and  to  testify  before  the 
agency  about  their  finances  before  the  agency  has  even 
determined  that  such  persons  have  done  anything  wrong. 
Discovery  of  personal  financial  information  to  find  out  if  the 
person  is  a  "deep  pocket"  would  be  routinely  denied  the  agency 
or  any  other  litigant  in  a  civil  case,  because  how  much  a 
defendant  is  worth  is  irrelevant  to  the  question  of  whether  he 
has  done  anything  wrong.  Through  the  use  of  these  subpoenas, 
the  RTC  can  force  some  targets  to  agree  to  settlements  the  RTC 
proposes,  since  the  alternative  is  to  undertake  an  expensive 
legal  defense  before  ever  learning  what  wrongdoing  the  agency 
believes  they  are  liable  for. 
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Based  on  language  in  FIRREA,  the  OTS  has  been  freezing  or 
taking  control  of  a  party's  assets  without  prior  review  by  a 
neutral  decision  maker  of  the  claimed  justification  for  the 
agency's  action.  Such  orders,  eUssent  unusual  circumstances, 
violate  due  process  and  give  the  government  enormous  and 
unfair  leverage  to  force  a  settlement. 

FIRREA  has  been  construed  by  at  least  one  court  to  permit  the 
FDIC's  imposition  of  civil  penalties  where  the  defendant's 
alleged  misconduct  was  neither  intentional  nor  negligent.  The 
imposition  of  civil  penalties  without  a  finding  of  culpzdDility 
is  totally  incompatible  with  a  sensible  public  policy  and  will 
surely  operate  to  keep  reasonedale  business  people  off  the 
boards  of  depository  institutions. 

FIRREA  enpowered  the  federal  banking  agencies  to  impose 
penalties  of  up  to  $1  million  a  day  against  directors  *rtio 
knowingly  violate  a  law  or  regulation,  engage  in  an  unsafe  or 
unsound  banking  practice  or  breach  of  fiduciary  duty  and  who 
knowingly  or  recklessly  cause  a  substantial  loss  to  the 
institution.  A  $1  million  a  day  penalty  may  be 
unconstitutional  because  it  effectively  allows  imposition  of 
a  criminal  penalty  through  administrative  means. 

The  Crime  Control  Act  of  1990  authorized  bemking  agencies 
to  freeze  personal  assets  of  bank  and  savings  institution 
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directors  without  having  to  show  irreparable  harm  to  the 
government  or  that  the  government  is  likely  to  succeed  on 
the  merits.  This  is  at  variance  with  Federal  Rules  of 
Civil  Procedure  that  apply  to  other  defendants,  which 
require  such  showings. 

•  The  enforcement  of  the  safety  and  soundness  standard- 
setting  requirements  in  Section  39  of  FDICIA  —  which 
cover  virtually  every  area  of  banking  activity  and 
operation  —  raise  procedural  due  process  issues  and, 
from  a  public  policy  standpoint,  the  law  should  be 
repealed. 

These  legislative  and  regulatory  actions  were  taken  in  the 
name  of  assuring  the  safety  and  soundness  of  the  banking  system  and 
strengthening  the  deposit  insurance  funds,  at  a  time  when  the 
FSLIC's  (and  SAIF's)  insurance  funds  were  hemorrhaging  and  the 
solvency  of  the  FDIC  fund  was  in  question.  Since  then,  the 
insurance  funds  and  the  banking  industry  in  general  are  on  sounder 
footing,  and  Congress  has  enacted  legislation  which  creates  trip- 
wires to  identify  and  resolve  problem  institutions  at  an  early 
stage. 

The  results  of  the  Constitutional  Rights  Task  Force  not  only 
raise  questions  as  to  the  constitutionality  and  fairness  of  some  of 
the  laws  studied  by  the  Task  Force;  they  also  suggest  that  laws, 
regulations,  and  regulatory  practices  which  abuse  individual  rights 
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of  bank  directors  may  not  serve  the  Congressional  objective  of 
creating  a  strong  banking  system.  To  the  contrary,  such  laws  may 
inadvertently  weaken  the  system  by  driving  out  qualified  directors 
and  discouraging  those  that  remain  from  taking  reasonable  credit 
risks  on  behalf  of  their  institutions  and  their  communities. 

AABD  urges  Congress  to  conduct  hearings  on  the  efficacy  and 
constitutionality  of  the  laws  and  regulatory  practices  studied  by 
the  Task  Force  to  determine  whether  the  laws  should  be  repealed  or 
amended . 

AABD  also  requests  the  federal  banking  agencies  to  undertake 
a  review  of  their  regulations,  interpretations  and  regulatory 
practices  affecting  the  individual  rights  of  bank  and  savings 
institution  directors  to  determine  whether  they  serve  a  legitimate 
supervisory  need  and  whether  such  supervisory  need  outweighs  the 
detrimental  effect  such  regulation,  interpretation  or  regulatory 
practice  may  have  on  the  individual  director  or  the  institution  in 
which  the  director  serves. 
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The  Federal  Deposit  Insurance  Corporation  has  published  a 
proposed  rule  that  would  restrict  substantially  the  aiblllty  of 
banks  to  Indemnify  their  officers  and  directors  against  the  costs 
of  defending  Federal  enforcement  proceedings,  and  would 
artificially  limit  the  eunount  of  compensation  banks  could  pay 
managers  who  leave  their  employment.^  This  chapter  discusses  why 
the  regulatory  design  of  the  proposal  is  fatally  flawed  and  should 
be  scrapped  in  favor  of  a  narrower  rule  that  will  protect  the 
piibllc  interest,  while  avoiding  the  threatened  creation  of  barriers 
to  recruitment  and  retention  of  talented  executives. 

The  proposed  rule  would  implement  new  Section  18 (k)  of  the 
Federal  Deposit  Insurance  Act,  added  by  Congress  in  1990,  which 
authorizes  the  FDIC  to  regulate  Indemnification  and  golden 
parachute  payments  to  institution-affiliated  parties.^  The  Notice 
of  Proposed  Rulemaking  (NPRM)  transforms  the  permissive  language  of 
this  provision  into  a  requirement  that  the  FDIC  comprehensively 
control,  wherever  possible,  all  types  of  indemnification  in 
government  enforcement  cases;  and  that  the  FDIC  cap  all  forms  of 
compensation  payahle  upon  termination  of  employment,  rather  than 
simply  limit  edsusive  golden  parachutes. 

The  proposal  would  improperly  establish  the  FDIC  as  arbiter  of 
critical  executive  compensation  decisions,  matters  no  regulatory 
agency  can  properly  decide.  Further,  the  NPRM  attempts  to  Impose 
substantial  personal  lieibillties  on  managers  of  Insured 
institutions,  without  tedcing  into  account  how  they  would  respond  to 
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these  risks.  The  NPRM  would  have  the  perverse  effect  of 
accelerating  the  payment  and  increasing  the  amounts  insured 
institutions  would  have  to  pay  their  managers  to  serve,  thereby 
frustrating  the  goal  of  protecting  their  reserves.  In  addition, 
the  proposal  may  deter  talented  managers  from  joining  insured 
institutions. 

The  defects  in  the  NPRM  cannot  be  cured  by  fine-tuning  the 
proposal.  They  are  the  product  of  a  mistaken  policy  approach  that 
assumes  a  static  world,  in  which  a  Federal  regulator  possesses  the 
power  to  shift  risks  to  individuals  without  triggering  compensating 
changes  in  their  behavior.  The  FDIC  should  withdraw  the  proposed 
rule  and  recast  its  policy  in  a  manner  that  anticipates  the 
economic  incentives  its  approach  will  create. 

Two  alternatives  are  available.  First,  the  FDIC  could 
implement  Section  18 (k)  effectively  under  a  system  that  relies  on 
notification  and  individual  enforcement  against  payments  that  the 
agency  determines,  on  a  case-by-case  basis,  are  2Q)usive.  In  the 
alternative,  the  FDIC  could  draft  a  narrower  rule,  which  recognizes 
the  limited  circumstances  in  which  barring  indemnification  is 
economically  efficient;  and  which  actually  attempts  to  distinguish 
between  edsusive  golden  parachutes  and  compensation  that  has  been 
earned  by  managers  but  for  which  payment  has  been  delayed  until 
termination  for  economically  justificible  reasons. 
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I.   The  Authorizing  Legislation. 

Section  18 (k)  authorizes,  but  does  not  compel,  the  FDIC  to 
issue  regulations  to  limit  or  prohibit  indemnification  and  golden 
parachute  payments  in  appropriate  circumstances. 

Section  18 (k) (1)  provides  that  the  FDIC  "may  prohibit  or 
limit,  by  regulation  or  order,  any  golden  parachute  payment  or 
indemnification  payment"  (emphasis  added) .  In  determining  whether 
to  take  any  action  under  this  authority,  the  FDIC  may  consider, 
eunong  other  factors,  whether  there  is  a  reasoneible  basis  to  believe 
that  the  individual  committed  a  fraudulent  act,  is  substantially 
responsible  for  the  insolvency  of  the  institution,  violated  any 
banking  law  or  regulation,  or  any  criminal  law;  and  whether  the 
person  was  in  a  position  of  managerial  or  fiduciary  responsibility 
in  the  institution.  Section  18 (k) (2).  In  particular,  the  FDIC  is 
authorized  to  consider  the  length  of  time  the  person  was  with  the 
institution,  and  the  degree  to  which  the  payment  reasonably 
reflects  compensation  earned  over  the  period  of  employment,  and 
represents  a  reasonable  payment  for  services  rendered.  Section 
l8(k)(2)(F). 

Section  18 (k)  also  defines  "indemnification"  and  "golden 
parachute"  payments,  thereby  esteOilishing  the  outer  bounds  of  the 
FDIC's  power. 

— The  term  "indemnification  payment"  means  any  payment  made  on 
behalf  of  an  institution-affiliated  party  to  pay  or  reimburse  such 
persons  for  any  liability  or  legal  expense  with  regard  to  any 
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administrative  proceeding  or  civil  action  filed  by  a  Federal 
banking  agency  that  results  in  a  final  order  in  which  the  official 
is:  assessed  a  civil  money  penalty;  removed  or  barred  from  office; 
or  required  to  take  affirmative  actions  with  respect  to  the 
institution.  Section  18(k)(5)(A).  The  term  "lizdaility  or  legal 
expense"  is  further  defined  to  include  the  amount  of,  or  cost  of, 
any  claim,  any  settlement  of  a  claim,  or  the  amount  of  a  judgment 
or  penalty  imposed.   Section  18(k)(5)(B). 

In  addition,  insured  institutions  may  not  prepay  the  lijibility 
or  legal  expense  of  any  manager,  if  such  payment  is  made  in 
contemplation  of  insolvency  or  if  it  has  the  effect  of  preferring 
one  creditor  over  another.   Section  18 (k) (3). 

— The  term  "golden  parachute"  means  any  payment  "in  the  nature 
of  compensation"  by  any  insured  depository  institution  or 
depositary  institution  holding  company  to  a  person  that  is 
"contingent  on  the  termination  of  such  party's  affiliation  with  the 
institution  or  holding  company"  and  that  is  "received  on  or  after 
the  date  on  which"  the  institution  is  insolvent;  a  conservator  is 
appointed;  the  institution's  Federal  bank  regulatory  agency 
determines  that  it  is  "in  a  troubled  condition";  or  it  has  been 
assigned  a  composite  rating  of  "4"  or  "5".  Section  18(k)(4)(A). 
Exceptions  are  provided  for  nondiscriminatory  retirement  plans; 
bona  fide  deferred  compensation  plans;  and  payments  upon  the  death 
or  disability  of  the  person.   Section  18(k}(4}(C). 
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The  NPRM  analyzes  Section  18 (k)  in  a  static  world,  as  if  the 
FDIC  could  limit  payments  from  insured  institutions  without 
triggering  responses  from  other  economic  factors  in  response  to  the 
incentives  created  by  the  proposal.  The  Preamble  to  the  proposal 
and  the  administrative  record  contain  virtually  no  economic 
assessment  of  the  effects  of  the  NPPM,  and  no  consideration  of  the 
economic  effects  of  other  alternative  approaches. 

Furthermore,  in  designing  the  NPRM,  the  FDIC  sought  to  push 
its  new  authority  as  far  as  possible: 

— First,  the  proposal  interprets  the  directive  that  the  FDIC 
"may"  regulate  to  mean  it  "shall*. 

— Second,  the  FDIC  could  administer  this  provision  through 
case-by-case  enforcement,  utilizing  this  authority,  and  its 
existing  power  under  12  U.S.C.  1818  to  invalidate  contracts  that 
constitute  an  vinsafe  or  unsound  banking  practice.'  But  the  agency 
published  a  rule  of  general  applicability  "because  the  intent  of 
section  18 (k)  is  best  administered  by  regulation"  —  that  is, 
because  uniform  rules  serve  the  FDIC's  own  administrative 
convenience.   56  Fed.  Reg.  50529,  col.  2. 

— Third,  the  proposal  would  ban  indemnification  and  golden 
parachute  payments  to  virtually  the  maximum  extent  permitted  by 
Section  18 (k),  although  the  agency  plainly  has  discretion  to  adopt 
narrower  restrictions. 

— Finally,  with  respect  to  golden  parachute  payments,  the 
proposal  does  not  purport  to  consider  whether  the  payment 

-  5  - 

•  1993  Aacricu  Aanratic  of  BHk  Diiectas  attttx/Coomef 


348 


"reasonably  reflects  compensation  earned  over  the  period  of 
employment",  as  Section  18(k)(3)  provides.  Instead,  the  proposal 
establishes  a  fixed  rule  that  six  months  salary  represents  the 
maximvun  allowable  amount  in  every  case. 

II.   The  Proposal  Improperly  Restricts  Indemnification. 

The  proposed  restriction  on  indemnification  payments  would 
make  officers  and  directors  of  all  insured  institutions  personally 
liable  for  the  costs  of  defending,  and  any  monetary  penalties 
imposed  in,  any  bank  regulatory  proceeding,  that  is  resolved 
adversely.  The  proposal  thus  would  prevent  managers  from  shifting 
legal  expenses  onto  the  institution,  which  is  better  able  to  absorb 
the  risk,  and  would  bar  the  institution  from  collectively  insuring 
managers  against  this  risk. 

If  the  proposal  were  adopted,  prospective  officers  and 
directors  would  demand  larger  up- front  cash  payments  from  the 
institution  to  compensate  for  this  additional  risk.  Thus,  the  NPRM 
would  accelerate  cash  outlays  from  troubled  banks.  In  addition, 
the  proposal  might  deter  some  talented  individuals  from  agreeing  to 
serve  in  the  first  place.  The  "exception"  built  into  the  proposal 
to  address  these  deterrent  effects  does  little  to  ameliorate  this 
risk. 

In  order  to  avoid  additional  out-of-pocket  costs  by  troubled 
institutions  and  further  harm  to  their  ability  to  attract  and 
retain  competent  officials,  the  FDIC  should  jettison  virtually  all 
of  its  indemnification  proposal.   The  only  part  that  is  justified 
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is  a  narrow  provision  that  would  prevent  officers  and  directors 
from  shifting  the  burden  of  paying  actual  civil  monetary  penalties, 
whose  explicit  function  is  punitive  and  a  risk  that  is  not 
insurable. 

A.  The  FDIC  Proposal.  The  NPRM  would  limit  sharply  the 
ability  of  insured  institutions  to  indemnify  or  collectively  insure 
their  officers  and  directors  against  claims  filed  by  Federal  bank 
regulatory  agencies. 

The  proposal  would  prohibit  any  insured  depository  institution 
or  depository  institution  holding  company  from  making  an 
"indemnification  payment"  for  the  benefit  of  an  institution- 
affiliated  party  in  order  to  pay  or  reimburse  the  person  for  either 
any  liability  or  any  legal  expense  involved  in  defending  an 
administrative  or  civil  enforcement  action  filed  by  a  Federal 
banking  agency  that  results  in  entry  of  a  final  order  against  the 
party.   Prop.  Section  359.3. 

The  proposal  defines  "indemnification  payment"  as  broadly  as 
permitted  by  Section  18 (k),  to  include  any  payment  by  an  insured 
depository  institution  that  is  used  to  purchase  commercial 
insurance  that  would  reimburse  an  officer  or  director  for  the  costs 
of  defending  such  actions.  Prop.  Sec.  359. (h)(2).  Thus,  the  NPRM 
not  only  would  ban  direct  indemnification,  but  would  bar  the 
institution  from  purchasing  insurance  that  would  protect  these 
officials  from  having  to  pay  personally  the  costs  of  defending 
these  matters. 
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Finally,  the  proposal  would  apply  retroactively  to  invalidate 
existing  agreements  between  institutions  and  their  officers  and 
directors  to  make  indemnification  payments.  56  Fed.  Reg.  50533 
col.  3.  The  Preamble  does  not  address  whether  payments  for  defense 
costs  could  be  made  under  existing  insurance  policies  purchased  by 
em  institution. 

The  proposal  is  limited  to  administrative  and  civil  suits 
filed  by  Federal  banking  agencies.  Thus,  it  would  not  restrict  the 
institution  from  indemnifying  individuals  or  purchasing  insurance 
against  costs  incurred  in  civil  suits  filed  by  non-government 
parties.  In  addition,  the  proposal  would  not  prevent  individuals 
from  purchasing  personal  insurance  against  the  risks  of  such 
government  proceedings,  if  it  were  available. 

The  proposal  applies  to  the  costs  of  defending  government 
proceedings,  as  well  as  any  monetary  penalty  finally  imposed. 
Civil  penalties  often  are  modest  in  eunount.  On  the  other  hand, 
defense  costs  cem  be  enormous,  especially  compared  to  the  assets  of 
an  individual  officer  or  director.  The  NPRM  seeks  to  address  the 
cash  flow  aspect  of  this  risk,  by  allowing  the  institution  to  make 
advance  payments  of  legal  expenses  if  six  conditions  are  satisfied. 
However,  the  criteria  are  so  onerous  that  the  exception  has  little 
practical  significance. 

More  importemtly,  the  NPRM  does  nothing  to  address  the 
principal  component  of  the  risk  being  shifted  to  directors  auid 
officers  —  the  requirement  that  the  individual  personally  pay  all 
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legal  expenses  incurred  in  defending  actions  that  are  settled  or 
litigated  to  an  adverse  conclusion.  There  is  no  difference  to  the 
Treasury  between  an  action  settled  for  one  dollar  and  a  case 
resolved  without  personal  liability.  But  the  denial  of 
reimbursement  of  legal  fees  in  the  first  case  may  make  an  enormous 
difference  to  the  individuals,  and  thus  create  substantial 
obstacles  to  settlement  of  matters  that  otherwise  could  be 
terminated  before  trial. 

B.  Ban  on  Indemnification  by  Solvent  Institutions.  The 
proposal  would  apply  to  all  insured  depositary  institutions  and 
their  holding  companies,  regardless  of  the  financial  health  of  the 
institution.  Thus,  even  if  an  institution  were  ranked  "1"  when  an 
officer  or  director  asks  for  indemnification,  the  institution  would 
be  prohibited  from  agreeing  to  or  actually  making  such  payments,  or 
from  purchasing  insurance. 

For  solvent  institutions,  the  desireibility  of  allowing 
indemnification  clearly  should  be  decided  on  economic  grounds:  Is 
it  less  costly  for  the  institution  to  agree  to  indemnify,  thereby 
avoiding  up-front  cash  payments,  or  to  purchase  insurance?  Is  it 
less  costly  for  the  institution  to  insulate  officers  and  directors 
collectively  from  this  risk,  or  for  these  individuals  to  self- 
insure?  The  NPRM  does  not  discuss  these  questions,  nor  does  the 
record  contain  any  supporting  data  to  justify  the  FDIC's  outlawing 
any  approach  besides  self- insurance. 
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The  FDIC's  blanket  ban  on  indemnification,  taken  without  even 
the  nost  rudimentary  supporting  economic  analysis,  demonstrates 
that  the  underlying  intent  is  unrelated  to  safeguarding  bank  assets 
or  the  integrity  of  the  insurance  fund.  Rather,  the 
indemnification  provision  is  intended  to  "preserve  the  deterrent 
effects  of  administrative  enforcement  or  civil  actions"  by  insuring 
that  officers  and  directors  must  pay  "all  legal  expenses  out  of 
their  own  pockets  without  reimbursement"  from  the  institution.  56 
Fed.  Reg.  50532  col.  3.  In  essence,  the  FDIC  seeks  to  extend  the 
punitive  nature  of  civil  enforcement  actions  from  the  assessment 
itself  to  include  the  often  far  greater  costs  of  defending  the 
action. 

The  "abuses"  cited  by  the  FDIC  to  justify  the  blanket  ban  on 
indemnification  involve  situations  in  which  insolvent  banks, 
immediately  before  being  taken  over,  transferred  large  amounts  of 
money  into  accoiints  to  prepay  anticipated  legal  expenses  of 
directors.  56  Fed.  Reg.  50430,  col.  2.  These  transfers,  involving 
obviously  insolvent  institutions,  could  be  prevented  under  the 
voidedale  preference  provision  of  Section  18 (k) (3).  Thus,  the 
Preamble  provides  no  justification  for  extension  of  the  prohibition 
on  indemnification  to  institutions  of  unquestioned  solvency. 

In  any  event,  the  underlying  policy  is  flawed,  even  in  the 
case  of  troubled  institutions.  The  predicteible  response  of 
managers  will  trump  the  effects  of  the  proposal,  but  In  a  maimer 
that  will  impose  higher,  net  costs  on  the  bank. 
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C.  The  Ban  on  Indemnification  Is  Ill-Conceived  and  Will  Harm 
Insured  Institutions.  From  a  policy  perspective,  the  proposed 
blanket  ban  on  indemnification  should  not  be  adopted  because  it 
will  adversely  affect  insured  institutions,  either  by  driving  up 
their  outlays  unnecessarily,  or  (in  the  worst  case)  depriving  them 
of  the  talents  of  skilled  officers  and  directors. 

The  economic  arguments  against  the  FDIC's  proposal  are  well 
esteiblished.  Individual  officers  and  directors  are  inefficient 
risk  bearers.  Managers  and  directors  who  make  firm-specific 
investments  of  human  capital  cannot  diversify  the  risk  that 
business  setbacks  will  harm  their  income  and  careers.  But  they  can 
demand  that  firms  insulate  them  from  any  additional  risk  of 
personal  liability  from  lawsuits  involving  the  firm,  or  compensate 
them  up-front  for  bearing  this  risk.  Indemnification  and  insurance 
thus  induce  individuals  to  invest  their  talents  in  the  fortunes  of 
a  firm.  The  practice  is  common  in  financial  institutions  and  other 
industries.* 

Allowing  managers  to  shift  this  personal  risk  is  in  the  public 
interest  for  two  reasons: 

— First,  a  legal  rule  exposing  managers  to  significant 
personal  licdsility  would  create  risk  for  a  group  with  a  comparative 
disadvantage  in  bearing  that  risk.  This  inefficiency  would  lead  to 
both  an  increase  in  the  eunount  officers  and  directors  would  demand 
to  be  paid  and  in  a  si\ift  away  from  that  activity  —  i.e.,  refusing 
to  join  the  insured  institution.   On  the  other  hand,  if  managers 
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are  able  to  shift  this  risk  through  indemnification  or  insurance, 
then  the  net  cost  to  the  firm  will  be  much  lower. ^ 

— Second,  personal  lietbility  that  can  be  shifted  contractually 
onto  the  enterprise,  by  indemnification  or  insurance,  functions 
principally  as  a  safeguard  against  asset  insufficiency.  Allowing 
indemnification  creates  the  proper  set  of  economic  incentives, 
because  managers  who  are  indemnified  will  have  strong  interests  in 
making  certain  that  the  institution's  assets  are  preserved,  so  that 
it  can  make  good  on  the  indemnification  contract.^ 

The  only  situation  in  which  managers  should  not  be  permitted 
to  shift  risk  is  when  the  goal  is  punishment  of  the  individual. 
Where  the  sanction  is  explicitly  intended  to  be  punitive,  as  with 
civil  monetary  penalties,  it  is  legitimate  that  a  manager  not  be 
allowed  to  shift  the  risk  to  some  other  party.' 

Measured  against  these  principles,  the  indemnification 
proposal  is  fatally  flawed.  Insured  institutions  must  compete  with 
other  firms  to  attract  talented  managers,  and  must  pay  market 
rates.  The  indemnification  proposal  would  put  the  industry  at  a 
competitive  disadvantage.  The  effects  may  be  pairticularly  severe 
in  efforts  to  attract  outside  directors,  where  the  relatively 
modest  compensation  may  be  disproportionate  to  the  personal  risk 
incurred . 

The  prohibition  on  indemnification  and  institutional  purchases 
of  insurance  conceivaibly  could  be  justifiable  if  individuals  could 
self-insure  against  this  risk  at  low-cost.  The  question  then  would 
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be  whether  the  additional  eunounts  individuals  would  demand  from  the 
institution  to  defray  the  cost  of  self -insurance  would  exceed  the 
euDount  the  institution  would  pay  if  it  absorbed  this  cost 
collectively.  However,  the  Preeunble  does  not  discuss  this  issue, 
and  there  is  no  indication  in  the  record  that  the  FDIC  staff 
attempted  this  analysis  before  deciding  to  impose  these  costs  on 
individual  officers  and  directors. 

Had  the  FDIC  attempted  such  an  economic  analysis,  it  would 
have  found  that  such  insurance  products  are  not  generally  availcible 
to  individual  managers  today.  While  the  market  likely  would 
generate  appropriate  products  over  time,  insured  institutions  would 
suffer  adverse  effects  during  a  substantial  transition  period 
necessary  to  determine  adequate  amounts  and  reasonable  prices  for 
such  insurance.  In  the  long  run,  however,  the  self-insurance 
approach  will  always  be  more  expensive  than  permitting  the 
institution  to  purchase  this  insurance,  if  only  because  of  the 
higher  transaction  costs  involved  in  writing  multiple  policies. 

In  sum,  the  indemnification  proposal  is  defectively  designed 
because  the  FDIC  failed  to  recognize  that  managers  would  demand  up- 
front cash  payments  from  institutions  for  the  additional  risk  they 
would  have  to  bear  from  personal  liability  for  the  costs  of 
defending  Federal  enforcement  actions. 

D.  The  Exception  Allowing  Advance  Payments  for  Legal  Fees  in 
Limited  Circumstances  Is  Defective.  The  NPRM  creates  an  exception 
to  the  general  rule  against  indemnification  by  permitting  insured 
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institutions  to  advance  the  legal  costs  of  defending  against 
Federal  enforcement  proceedings  under  narrow  circumstances.  Prop. 
Sec.  359.5.  This  proposal  addresses  only  the  negative  cash  flow 
aspect  of  personal  lieibility,  by  permitting  advances  of  defense 
costs  subject  to  subsequent  reimbursement.  But  the  proposal  fails 
entirely  to  address  the  most  significant  part  of  the  risk,  the  in 
terrorem  effect  of  actual  liability  for  legal  fees  if  the  matter  is 
settled  or  litigated  to  an  adverse  conclusion.  In  any  event,  the 
conditions  under  which  advances  may  be  made  are  so  narrow  as  to 
deprive  the  exception  of  practical  significance. 

The  NPRM  requires  that  six  criteria  be  satisfied  before  an 
institution  may  make  advances  for  defense  costs :^ 

(1)  The  institution's  board,  "in  good  faith,  determines  in 
writing  that  the  [person]  has  a  substantial  likelihood  of 
prevailing  on  the  merits".   Prop.  sec.  359.5(a)(1). 

(2)  The  board  certifies  in  writing  that  payment  of  these 
expenses  will  not  adversely  affect  the  institution's  safety  and 
soundness.   Prop.  sec.  359.5(a)(2). 

(3)  The  board  discharges  an  affirmative  duty  to  monitor  the 
matter  and  ceases  making  such  payments  whenever  it  believes,  or 
should  reasonably  believes,  that  the  person  no  longer  has  a 
substantial  likelihood  of  prevailing  on  the  merits,  or  that 
payments  would  adversely  affect  the  soundness  of  the  institution. 
Prop.  sec.  359.5(a)(3);  56  Fed.  Reg.  50533  col.  1. 
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(4)  The  payments  are  limited  to  reasonable  legal  expenses  in 
defending  the  proceeding.  In  no  event  may  the  institution  pay  or 
reimburse  a  person  for  the  eunount  of,  or  any  cost  incurred  in 
connection  with,  any  settlement  of  any  such  claim.  Prop.  sec. 
359.5(a)(4). 

(5)  The  manager  agrees  in  writing  to  reimburse  the  institution 
for  such  indemnification  payments  in  the  event  that  an  adverse 
final  order  is  entered  involving  a  civil  money  penalty,  removal 
from  office,  or  entry  of  a  cease  and  desist  order  against  him. 
Prop.  sec.  359.5(a)(5).  This  allows  the  person  to  obtain  payments 
in  advance  to  pay  the  legal  fees  connected  with  defending  the 
lawsuit,  but  requires  repayment  if  the  person  ultimately  is  found 
liable  or  settles.  56  Fed.  Reg.  50533  col.  2.  This  provision  thus 
preserves  the  in  terrorem  risk  of  personal  liability  for  legal 
fees. 

Further,  if  the  person  is  required  to  provide  reimbursement 
and  his  legal  expenses  have  been  paid  up-front  pursuant  to  a 
commercial  insurance  policy,  the  NPRM  requires  the  manager  to 
reimburse  the  institution  for  that  portion  of  the  cost  of  the 
policy  that  is  attributable  to  the  defense  of  the  action.  56  Fed. 
Reg.  50533  n.  5.' 

(6)  The  institution  provides  the  appropriate  bank  regulatory 
agency  and  the  FDIC  with  prior  written  notice  of  the  authorization 
of  such  payments.   Prop.  sec.  359.5(a)(6). 
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These  criteria  would  prohibit  advances  in  virtually  all  cases. 
In  particular,  the  threshold  "substantial  likelihood  of  success" 
standard  would  be  difficult,  if  not  impossible,  to  meet  under  any 
circumstances.  This  would  be  particularly  so  at  the  beginning  of 
a  case,  before  most  of  the  material  facts  are  gathered.  This  test 
is  substantially  more  stringent  than  the  standard  generally  applied 
under  State  laws,  which  generally  permit  indemnification  if  the 
board  can  determine  that  the  official  acted  in  good  faith  and  in 
the  belief  that  the  action  taken  was  in  the  best  interests  of  the 
firm. 

The  third  criterion  requires  the  board  to  stop  making  advances 
if  it  "believes,  or  should  reasonably  believe",  that  the  individual 
no  longer  has  a  substantial  likelihood  of  success.  The  "reason  to 
believe"  standard  essentially  imposes  on  the  board  a  continuing 
obligation  to  keep  itself  informed  about  the  progress  of  the  matter 
and  to  reach  periodic  judgments  edsout  the  likely  outcome.  This 
test  may  be  particularly  difficult  to  satisfy,  because  the  firm 
will  not  have  access  to  much  of  the  evidence  assembled  before 
trial. 

The  fourth  criterion,  requiring  repayment  of  advances  in  the 
event  of  a  settlement  that  concedes  liability,  creates  inefficient 
litigation  incentives.  At  the  beginning  of  a  proceeding,  it  may 
pressure  individuals  to  settle  even  valid  claims  promptly,  before 
significant  legal  fees  are  incurred.  But  once  substantial  amounts 
have  been  expended  in  defending  the  matter,  it  may  give  managers 
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rational  incentives  to  keep  litigating  matters  that  otherwise  could 
be  settled,  in  order  to  avoid  having  to  repay  these  sunk  costs. 

There  are  at  least  three  public  policy  reasons  why  the  FDIC 
proposal  is  poorly  conceived  and  should  be  withdrawn: 

— First,  the  proposed  standards  are  modeled  after 
interpretative  letters  issued  by  the  staff  of  the  Comptroller  of 
the  Currency.  Their  limitations  on  advancement  of  litigation 
expenses  differ  substantially  from  those  established  by  Section 
8.53  of  the  Model  Business  Corporation  Act  and  the  Codes  of  38 
States  that  follow  the  MBCA  approach.  That  provision  permits  a 
corporation  to  pay  defense  costs  if  1.)  a  director  or  officer 
furnishes  a  written  affirmation  that  he  believes  he  has  acted  in 
good  faith  and  in  the  best  interests  of  the  company;  and  2.)  the 
board  determines  that  the  facts  then  known  would  not  preclude 
indemnification.  Section  8.53  appropriately  recognizes  that  it 
often  is  impossible  to  determine  at  an  early  stage  of  a  case  that 
an  individual  is  substantially  likely  to  succeed. 

The  MBCA  thus  reverses  the  burden  of  proof  imposed  by  the 
FDIC.  It  allows  advance  payment  of  litigation  expenses  unless  the 
board  affirmatively  finds  that  the  individual  cannot  prevail,  and 
svibject  to  an  undertaking  by  the  director  or  officer  to  repay  the 
expenses  if  found  liable.  This  approach  has  been  adopted  by  38 
States.  Accordingly,  the  FDIC  proposal  departs  abruptly  from 
generally  accepted  norms  concerning  when  advance  payment  of 
expenses  is  appropriate. 
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— Second,  the  proposal  cuts  against  the  grain  of  American 
jurisprudence,  by  discouraging  settlement  of  civil  administrative 
proceedings.  Rather  than  allowing  prior  legal  expenses  to  be 
treated  as  sunk  costs  which  can  be  Ignored  In  planning  future 
actions,  the  proposal  creates  a  perverse  situation  that  the  longer 
a  party  has  stayed  In  litigation,  the  greater  his  Incentives  to 
persevere  through  trial. 

— Third,  there  is  no  justification  for  treating  directors  and 
officers  of  insured  institutions  differently  from  their 
counterparts  at  other  corporations.  These  individuals  already  face 
a  greater  degree  of  personal  risk  than  other  corporate  officials. 
The  FDIC  has  articulated  no  public  policy  that  would  be  served  by 
adding  a  further  degree  of  personal  financial  exposure  — 
especially  a  risk  imposed  in  a  manner  contrary  to  the  MBCA  and  the 
law  of  38  States. 

E.  Conclusion.  In  the  final  analysis,  the  only  portion  of 
the  FDIC  indemnification  proposal  that  is  justified  as  a  matter  of 
policy  is  the  part  that  would  require  managers  to  pay  the  actual 
cost  of  any  civil  penalty  assessed  against  them.^"  Since  the 
justification  for  this  exaction  is  punitive  rather  than 
compensatoty ,  there  is  strong  theoretical  justification  for  not 
allowing  this  personal  lieQilllty  to  be  shifted. 

In  all  other  aspects,  however,  the  proposal  would  create 
economic  inefficiencies  by  requiring  individuals  to  self -insure,  at 
high  cost,  against  the  legal  fees  of  defending  a  legal  proceeding 
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by  Federal  banking  regulators.  These  risks  should  be  eUssorbed  by 
the  Insured  institution.  The  FDIC  should  rely  on  its  targeted 
authority  to  prevent  voidable  preferences,  rather  than  a  sweeping 
rule,  to  address  isolated  cases  in  which  troubled  institutions 
precipitously  transfer  large  eunounts  of  money  to  pre-pay 
indemnification  obligations  to  managers. 

III.   The  Limits  on  Golden  Parachutes  Are  Ill-Conceived. 

The  golden  parachute  proposal  reflects  the  same  fundamental 
flaws  as  the  indemnification  proposal,  because  the  FDIC  has  not 
thought  through  how  managers  would  change  their  behavior  in 
response  to  new  economic  incentives.  In  addition,  this  part 
contains  unique  design  defects. 

In  particular,  the  proposal  does  not  accomplish  the  goal  of 
the  statute,  to  differentiate  between  inappropriate  golden 
parachute  payments  and  reasonable  forms  of  deferred  compensation. 
Rather,  for  its  own  administrative  convenience,  the  FDIC  proposes 
an  artificial  but  universal  rule  that  presumptively  prohibits  any 
troubled  institution  from  paying  an  employee  more  than  six  months' 
salary  upon  termination.  The  cap  would  apply  to  severance 
payments,  deferred  compensation  payments,  and  "golden  parachute" 
payments  as  that  term  is  generally  understood. 

The  general  rule  is  that  Federal  bank  regulators  lack  the 
power  to  esteiblish  specific  compensation  levels  for  directors  and 
officers  of  insured  institutions.  This  principle  was  recently 
confirmed  by  Section  956  of  the  Housing  and  Community  Development 
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Act  of  1992  (Pub.  L.  No.  102-550).  Section  956,  however, 
specifically  preserved  agency  authority  to  restrict  compensation 
for  senior  executive  officers  of  undercapitalized  institutions;  to 
prescribe  pay  levels  if  necessary  to  preserve  the  safety  and 
soundness  of  an  institution;  and  to  limit  golden  parachute  payments 
under  the  1990  Act.  This  provision  reflects  a  narrow  exception  to 
the  generally  accepted  principle  that  no  regulatory  agency  can 
efficiently  replace  the  competitive  market  in  esteiblishing 
appropriate  compensation  levels. 

The  proposal  would  contradict  this  fundeunental  policy  by 
significantly  expanding  the  power  of  the  FDIC  to  esteO^lish  one  key 
component  of  executive  compensation  for  managers  of  troubled 
institutions.  Compounding  this  error,  the  six  months  standard  is 
significantly  less  than  called  for  by  many  executive  compensation 
packages  in  this  industry.  Finally,  the  proposal  would  cover  many 
types  of.  bona  fide  deferred  compensation  payments  Congress  intended 
to  exempt. 

The  proposal  would  limit  the  ability  of  troubled  institutions 
to  compete  for  managerial  talent  and  to  compel  them  to  make  large 
up-front  cash  payments  to  managers  to  offset  their  ineOiility  to 
make  normal  deferred  compensation  arrangements.  This  would  harm 
both  troubled  institutions  and  the  Bank  Insurance  Fund.  A.  The 
FDIC  Proposal.  The  NPRM  would  prohibit  any  insured  depository 
institution  or  any  depository  institution  holding  company  from 
making  "any  payment"  for  the  benefit  of  any  institution-affiliate 
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party,  when  such  payment  is  "contingent  on  or  payaJale  on  or  after 
the  termination"  of  that  person's  employment  with  the  institution 
or  holding  company.  Prop.  sec.  359.1(g) (1) (i) .  The  restriction 
would  apply  to  payments  received  on  or  after,  or  made  in 
contemplation  of:  the  institution  becoming  insolvent;  a 
determination  being  made  by  the  institution's  Federal  banking 
regulator  that  it  is  in  a  "troubled  condition" ;  the  institution  is 
assigned  a  composite  rate  of  4  or  5  by  the  appropriate  banking 
agency;  or  the  FDIC  initiates  a  proceeding  to  terminate  or  suspend 
its  deposit  insurance.   Prop.  sec.  359. 1 (g) (1) (ii) . 

The  proposal  would  create  several  exceptions  under  which 
payments  made  by  troubled  institutions  upon  the  termination  of 
employment  would  not  be  prohibited: 

(1)  Any  payment  pursuant  to  a  nondiscriminatory  severance  pay 
plan  that  provides  for  payment  of  benefits  to  all  eligible 
employees  upon  involuntary  termination,  up  to  a  maximum  of  six 
months  base  compensation.  Prop.  sec.  359. 1(g) (2) (iv) .  Further,  no 
payment  may  be  made  under  this  provision  to  any  senior  executive 
officer  of  any  insured  institution  or  holding  company  unless  both 
the  appropriate  Federal  bank  regulatory  agency  and  the  FDIC  are 
provided  30  days  prior  written  notice.  Thus,  the  six  months  rule 
is  not  a  safe  harbor.  It  merely  establishes  a  payment  amount  that 
the  FDIC  generally  will  not  challenge.  But  the  banking  agencies 
retain  full  power  to  disallow  payments  within  the  six  months  cap, 
under  this  provision  and  12  U.S.C.  1818. 
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This  "exception"  is  the  key  to  the  entire  golden  parachute 
proposal  and  raises  the  most  significant  policy  problems; 

(2)  Any  payment  pursuant  to  a  qualified  retirement  plan  or  a 
fully  funded  deferred  compensation  plan.  Prop.  sec. 
359.1(g) (2) (i)-(ii);  and 

(3)  Any  payment  made  by  reason  of  death  or  diseibility.  Prop, 
sec.  359.1(g) (2) (iii) . 

In  addition  to  these  exceptions,  the  proposal  would  create  two 
appeals  channels  by  which  institutions  could  petition  the  FDIC  to 
relax  the  presumption  and  obtain  approval  to  make  a  termination 
payment  in  excess  of  six  months  base  compensation: 

— First,  at  or  before  termination,  a  troubled  institution  may 
petition  the  appropriate  Federal  banking  agency  and  the  FDIC  for 
concurrent  written  permission  to  make  a  payment  beyond  the  amounts 
normally  permitted.  The  institution  must  demonstrate  that  the 
individual  did  not  commit  a  fraudulent  act  or  breach  of  trust;  does 
not  bear  substantial  responsibility  for  the  insolvency  of  the 
institution;  did  not  violate  any  Federal  or  State  banking  law  or 
regulation;  and  did  not  violate  any  Federal  criminal  statute 
related  to  banking.   Prop.  sec.  359.2(b) (l)-(4) . 

In  making  this  determination,  the  FDIC  and  the  Federal  banking 
agency  may  consider  the  individual's  position  and  length  of  service 
with  the  institution,  the  reasonableness  of  the  payment  for 
services  rendered,  and  "any  other  factors  or  circumstances  which 
would  indicate  that  the  proposed  payment  would  be  contrary  to  the 
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intent"  of  the  law.  Prop.  sec.  359.2(c)(3).  While  creating  this 
appeals  route,  the  Preamble  states  that  the  FDIC  expects  "such 
approvals  would  be  granted  infrequently."  56  Fed.  Reg.  50532, 
col .  3 . 

— Second,  before  a  manager  is  hired,  a  troubled  institution 
may  petition  the  appropriate  Federal  banking  agency  and  the  FDIC 
for  written  consent  to  make  a  termination  payment  in  excess  of  the 
amovmt  normally  permitted.  Prop.  sec.  359.4(a).  No  time  limit  is 
esteiblished  for  disposition  of  such  applications.  Furthermore, 
even  if  approval  is  granted,  the  excess  payment  may  later  be  denied 
if,  at  the  time  the  individual  terminates  employment,  either  agency 
determines  that  he  has  committed  one  of  the  disqualifying  acts  for 
post-employment  petitions  or  if  "other  factors  or  circumstances" 
make  the  payment  inappropriate.   Prop.  sec.  359.4(b). 

Finally,  the  proposal  would  operate  retroactively  to  cap 
payments  under  existing  contracts  if  the  institution  is  trovibled  at 
the  time  the  payment  is  to  be  made.   56  Fed.  Reg.  50533,  col.  3. 

B.  The  Six  Months  Rule  Inappropriately  Restricts  Compensation 
Decisions.  The  basic  flaw  in  the  golden  parachute  provision  is  the 
adoption  of  a  fixed  limit  —  six  months'  base  compensation,  unless 
otherwise  exempted  —  on  the  eunount  of  compensation  that  any 
troubled  institution  may  pay  any  employee  at  termination.  The  cap 
applies  to  all  forms  of  payments,  including  severance  payments, 
intended  to  permit  the  employee  to  transition  to  a  new  position; 
deferred  compensation  payments;  and  "golden  parachute"  payments,  as 
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that  term  is  generally  understood.  The  FDIC  thus  has  effectively 
made  itself  the  arbiter  of  one  substantial  component  of  executive 
compensation  for  managers  in  the  banking  industry. 

For  its  ovm  administrative  convenience,  the  FDIC  would 
presumptively  disallow  payment  of  any  greater  amount,  and  would 
place  the  burden  of  inertia  on  the  institution  to  demonstrate  why 
the  FDIC  should  permit  a  larger  payment.  The  FDIC  thereby  ignores 
Section  18 (k) (2) (F) ,  which  suggests  that  the  appropriate  test  is 
whether  the  payment  represents  reasonable  compensation  earned  by 
the  manager.  Instead,  the  FDIC  has  adopted  a  different  test  that 
attempts  to  balance  fairness  to  the  departing  employee  against  an 
arbitrary  measure  of  what  would  be  too  expensive  for  a  hypothetical 
troubled  institution  to  afford. 

The  proposal  compounds  the  problem  by  adopting  a  metric  —  six 
months  base  compensation  —  that  is  arbitrary^^  and  substantially 
less  than  the  amounts  many  employees  in  this  industry  now  receive 
upon  termination  of  employment. 

In  addition,  the  proposal  ignores  two  critical  economic 
factors,  the  competition  among  financial  institutions  for  managers 
and  "substitution  effects",  those  changes  in  behavior  individuals 
would  make  in  response  to  this  arbitrary  cap. 

Troubled  institutions  must  compete  with  other  firms  to  attract 
executives,  and  must  offer  the  same  or  better  compensation  as  other 
firms  in  order  to  induce  talented  managers  to  accept  employment. 
Deferred  compensation  and  other  payments  made  at  termination  are  a 
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critical  part  of  the  compensation  package  for  such  officials.  If 
the  FDIC  limits  this  element  of  compensation,  some  prospective 
employees  may  be  deterred  from  affiliating  with  troubled 
institutions . 

Other  potential  employees  will  respond  by  demanding  an 
increase  in  the  cash  portion  of  compensation  relative  to  deferred 
compensation . 

A  regulatory-induced  increase  in  cash  compensation  would 
produce  an  immediate  reduction  in  the  assets  of  the  institution. 
In  fact,  the  cash  amount  is  likely  to  be  substantially  higher  than 
a  deferred  compensation  payment,  because  the  institution  benefits 
from  some  portion  of  the  tax  subsidy  provided  by  the  tax-free 
compounding  of  the  deferred  payments.  Congress  clearly  did  not 
intend  that  a  golden  parachute  rule  would  increase  the  out-of- 
pocket  payments  by  insured  institutions. 

In  addition,  deferred  compensation  arrangements  give  employees 
substantial  Incentives  to  remain  with  an  institution  for  the  long- 
term,  to  maximize  the  advantage  of  the  tax-free  compounding.  Thus, 
by  artificially  limiting  deferred  compensation,  the  FDIC  is 
negating  one  of  the  strongest  inducements  for  long-term  employee 
retention. 

The  exceptions  provided  by  the  proposal  do  not  solve  this 
fundamental  flaw  in  the  design.  First,  in  recognition  of  the 
competition  for  talented  managers  and  the  extra  compensation 
necessary  to  attract  them  to  troubled  institutions  (56  Fed.  Reg. 
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50531,  col.  2),  the  FDIC  would  permit  institutions  to  seek  advance 
approval  from  the  appropriate  regulatory  agency  and  the  FDIC  for 
approval  of  a  golden  parachute  agreement  that  calls  for  termination 
payments  in  excess  of  six  months  salary.  In  a  competitive 
situation,  the  inevitable  delay  that  will  occur  while  two  agencies 
review  the  proposal  will  put  troubled  institutions  at  a  substantial 
disadvantage  in  retaining  talented  executives.  Further,  the 
standard  applied  by  the  agencies  is  essentially  unbounded  and 
grants  them  complete  discretion  whether  a  payment  will  be  approved. 

In  any  event,  prior  regulatory  approval  means  little,  because 
the  bank  regulatory  agency  or  the  FDIC  may  still  disallow  the 
additional  payments  after  termination.  Although  the  Preamble 
suggests  that  such  payments  could  be  made  as  long  as  the  manager 
"is  not  guilty  of  improper  conduct  while  in  the  troubled 
institution's  employ",  56  Fed.  Reg.  50531,  col.  2,  the  proposed 
regulation  allows  the  FDIC  much  broader  discretion  in  disallowing 
payments.  Therefore,  since  prospective  employees  cannot  rely  on 
the  enforceability  of  their  compensation  agreements,  even  with 
advance  approval,  this  approach  is  of  little  value  to  covered 
institutions  in  competing  for  talent. 

Similarly,  the  exception  allowing  the  institution^^  to 
petition  the  bank  regulatory  agency  and  the  FDIC  at  termination  for 
permission  to  make  a  greater  payment  is  of  little  practical 
significance.  The  provision  is  a  litigator's  nightmare.  The 
institution  must  show  that  the  official  was  not  responsible  for  its 
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troubled  condition,  which  both  shifts  the  burden  of  proof  and 
requires  it  to  prove  a  negative.  Moreover,  the  agencies  retain 
discretion  to  deny  applications  for  virtually  any  reason.  Finally, 
the  Preamble  announces  that  relief  rarely  will  be  granted.  For 
these  reasons,  the  after-the-fact  petition  process  will  prove  of 
little  value  in  combatting  the  economic  inefficiencies  created  by 
the  main  branch  of  the  proposal. 

In  svim,  the  proposal  is  an  inappropriate  exercise  of 
regulatory  authority  over  one  element  of  corporate  compensation,  in 
a  manner  that  is  economically  inefficient  and  will  deter  talented 
executives  from  joining  troubled  institutions. 

C.   The  Proposal  Contains  Mai or  Implementation  Flaws. 

The  proposal,  in  its  effort  to  Impose  tight  controls  on 
executive  compensation,  erroneously  includes  several  overly  broad 
restrictions.  These  constraints  are  unnecessary  even  under  the 
FDIC's  policy  approach,  and  would  exacerbate  its  adverse  effects  on 
the  ability  of  troubled  institutions  to  attract  and  retain  talented 
managers . 

1. )  Full  Funding  Recmlrement  for  Deferred  Compensation  Plans. 
The  FDIC  recognizes  that  many  financial  Institutions  utilize 
supplemental  deferred  compensation  plans  as  an  integral  part  of  the 
compensation  arrangements  for  senior  executive  officials.  The 
proposal  would  permit  payment  of  benefits  in  excess  of  six  months' 
compensation  from  a  bona  fide  supplemental  deferred  compensation 
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plan,  but  only  if  the  plan  was  fully  funded  by  the  institution.  56 
Fed.  Reg.  50532,  col.  1. 

If  a  plan  is  fully  funded,  contributions  to  the  plan 
constitute  taxable  income  to  the  executive  in  that  year.  The 
adverse  tax  consequences  would  vitiate  the  attractiveness  of  the 
tax-deferred  plan.  In  order  to  remain  competitive,  troubled 
institutions  would  have  to  increase  the  up-front  cash  component  of 
executive  compensation,  including  the  additional  amount  necessary 
to  offset  the  Federal  tax  subsidy  foregone. 

2.)  Limitations  on  Payments  bv  Holding  Companies.  In  order  to 
make  its  controls  comprehensive,  the  NPRM  would  prohibit  any 
institution  affiliated  holding  company  from  making  termination 
payments  in  excess  of  the  amount  permitted  the  insured  institution 
itself.  But  the  proposal  is  drafted  so  broadly  as  to  prohibit  an 
institution  affiliated  holding  company  from  making  such  termination 
payments  to  departing  employees  of  its  other,  non-financial  service 
subsidiaries.  These  officials  would  bear  no  responsibility  for  the 
troubled  condition  of  the  financial  institution,  but  nonetheless 
would  be  penalized  by  having  their  compensation  agreements 
invalidated  or  restricted. 

3.)  Retroactive  Effect  of  the  Prohibition.  The  restriction 
on  the  amount  of  termination  payments  is  keyed  to  future  payment  by 
an  institution  at  a  time  it  is  deemed  "troubled".  The  NPRM  thus 
could   apply   retroactively   to   invalidate   the   compensation 
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agreements,  not  only  of  current  employees,  but  also  of  those  who 
already  have  left  the  institution. 

This  approach  appears  particularly  unfair  to  individuals  who 
have  already  left  the  institution,  and  especially  those  who 
terminated  employment  before  it  qualified  as  troubled.  The  NPRM 
suggests  no  reason  %rtiy  these  groups  of  former  employees  should  be 
thus  disadvantaged  or  whey  they  should  not  be  treated  like  other 
contractual  creditors  of  the  institution.  The  constitutionality  of 
this  aspect  of  the  proposal  is  certain  to  be  challenged  by  retired 
employees. 

Second,  the  proposal  creates  counterproductive  incentives  for 
current  employees.  If  the  institution  survives  as  an  independent 
entity  or  is  merged  with  a  solvent  institution,  then  presumably  at 
some  point  in  the  future,  the  surviving  institution  will  no  longer 
qualify  as  troubled.  At  this  time,  the  institution  could  make 
payments  in  excess  of  six  months  base  compensation  without 
violating  the  golden  parachute  rule.  Thus,  employees  have 
substantial  incentives  not  to  resign,  and  senior  executives  have 
similar  incentives  to  negotiate  provisions  in  any  acquisition 
agreement  that  will  provide  for  their  retention  by  the  acquiring 
institution  in  some  capacity,  and  for  long  enough  for  the  successor 
to  be  rated  as  not  troubled.  These  incentives  will  make  it  more 
difficult  for  the  surviving  institution  to  rationalize  its  staff  in 
order  to  enhance  profiteibility. 
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D.  Conclusion.  The  golden  parachute  proposal  contains 
fundamentally  and  incurable  design  flaws.  The  FDIC  should  scrap 
this  entire  approach  and  consider  different  alternatives  that 
actually  attempt  to  differentiate  between  payments  that  reflect 
earned  compensation  and  abusive  divergence  of  funds  by  incumbent 
management . 

— One  option  would  be  to  rely  on  a  notification  system,  by 
which  insured  institutions  would  have  to  inform  the  Federal 
regulatory  agency  and  the  FDIC  before  making  any  payments  to 
departing  officials.  Inappropriate  payments  then  could  be 
challenged  on  a  case-by-case  basis,  through  a  combination  of 
Section  18 (k)  authority  and  the  prohibition  on  unsafe  and  unsound 
banking  practices. 

This  approach  is  clearly  feasible.  Indeed,  under  the  NPRM, 
the  FDIC  will  follow  this  course  for  termination  payments  to  senior 
executive  officials.  The  institution  must  notify  the  FDIC  30  days 
in  advance  of  any  such  payment  and  may  seek  to  veto  it,  even  though 
it  falls  within  the  normal  six  months'  limit,  in  case  the  agency 
believes  the  senior  official  harmed  the  solvency  of  the 
institution. 

— Another  alternative  would  be  for  the  FDIC  to  re-propose  a 
general  rule  that  accurately  distinguishes  between  excessive, 
unearned  "golden  parachute"  payments  and  legitimate  forms  of  earned 
executive  compensation.   This  approach  would  follow  closely  the 
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Congressional  Intent  in  adopting  Section  18(k)(2)(F),  which  the 
NPRM  ignores. 

ENDNOTES 

1.  Regulation  of  Golden  Parachutes  and  Other  Benefits  Which  Are 
Subject  to  Misuse.  56  Fed.  Reg.  50529  (October  7,  1991). 

2.  Section  2523  of  the  Comprehensive  Thrift  and  Bank  Fraud 
Prosecution  and  Taxpayer  Recovery  Act  of  1990,  Pub.  L.  No.  101-647, 
codified  at  12  U.S.C.  1828 (k) . 

3.  See  136  Cong.  Rec.  E  3686  (daily  ed.,  Nov.  2,  1990) (statement 
of  Cong.  Schumer) . 

4.  See,  e.g. .  Easterbrook  &  Fischel,  Limited  Liability  and  the 
Corporation.  52  U.  Chi.  L.  Rev.  89,  108,  115-16  (1985);  Kraakman, 
Corporate  Liabilitv  Strategies  and  the  Costs  of  Legal  Controls.  93 
Yale  L.  J.  857,  864-65  (1984). 

5.  Easterbrook  &  Fischel,  supra .  at  116;  Kraakman,  supra .  at  865- 
66. 

6.  Kraakman,  supra .  at  867,  869-76;  Easterbrook  &  Fischel,  supra . 
at  641  n.  42. 

7.  Kraakman,  supra .  at  876-87. 

8.  The  NPRM  is  silent  eJsout  the  edsility  of  an  insured  institution 
to  defray  the  individual's  litigation  expenses  during  the 
administrative  stage  of  an  investigation,  before  any  civil 
enforcement  action  if  filed. 

9.  There  is  no  support  in  the  record  for  the  FDIC's  bald 
assertion  in  footnote  5  that  information  is  availcible  from 
insurance  companies  that  would  allow  insured  parties  reimburse  the 
institution  for  the  ctmount  of  the  insurance  premium  that  must  be 
repaid  if  the  person  is  required  to  reimburse  legal  fees  paid  under 
a  commercial  insurance  policy. 

10.  In  addition,  a  good  argument  can  be  made  that  the  ban  on 
indemnification  is  reasonsdsle  with  respect  to  managers  who  are 
principal  shareholders  in  the  insured  institution.  These  persons 
already  have  large,  undiversifieible  risks  in  the  enterprise.  The 
additional  risk  of  having  to  edssorb  the  costs  of  defending 
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government  enforcement  proceedings  may  not  be  material  in  their 
risk  calculus. 

11.  For  example,  the  Internal  Revenue  Code  imposes  a  20%  excise 
tax  on  any  individual  who  receives  an  excessive  parachute  payment. 
26  U.S.C.  4999.  An  excessive  golden  parachute  payment  is  defined 
as  a  payment  contingent  upon  a  change  in  ownership  or  control  that 
is  in  excess  of  three  years  base  compensation.  26  U.S.C. 
280G(b) (2) .  Thus,  unlike  the  FDIC  proposal,  the  Code  ties  golden 
parachute  payments  to  a  change  in  control,  not  termination  of 
employment,  and  recognizes  a  much  larger  amount  as  non-excessive. 
The  Code  also  presumptively  treats  any  agreement  entered  into 
within  one  year  of  a  change  in  control  as  contingent  on  such  change 
(subsection  (b) (3) (C))  and  excludes  from  the  excise  tax  any  amount 
in  excess  of  three  years  base  compensation  that  the  taxpayer 
establishes  is  reasonable  compensation  for  services  actually 
rendered  or  to  be  rendered  (subsection  (b)(4)). 

12 .  The  proposal  would  not  permit  the  departing  official  to 
petition  the  agencies  to  receive  additional  payments  required  under 
existing  employment  agreements.  This  exclusion  likely  was  an 
oversight. 
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In  carrying  out  [its]  mandate  ...  the  RTC  must  determine 
...  whether  there  are  assets  that  would  justify  the  RTC's 
pursuing  [claims  against  former  directors,  officers,  or 
others  who  rendered  services  to  failed  savings 
associations] . 

RTC  Proposed  Rule 

57  Fed.  Reg.  33,133  (1992) 

[T]he  Court  cannot  conclude,  as  RTC  urges,  that  the 
agency  has  been  granted  the  authority  to  conduct  an 
investigation  of  respondents'  financial  status  solely  to 
determine  the  cost-effectiveness  of  bringing  a  claim  .  . . 
Even  affording  the  agency  the  deference  it  is  due,  the 
Court  cannot  countenance  a  process  that  wholly  ignores 
culpability  or  responsibility  and  focuses  entirely  on  an 
individual's  ability  to  pay. 

Hon.  Joyce  Hens  Green 
U.S.  District  Court  Judge 
RTC  V.  Feffer^ 

If  you  were  ever  associated  with  a  failed  bank  or  savings  & 
loan  that  has  come  under  investigation  by  the  Resolution  Trust 
Corporation,  you  may  find  yourself  on  the  receiving  end  of  an  RTC 
subpoena  compelling  you  to  testify  before  the  agency  and  produce 
evezy  imagincible  type  of  document  about  your  personal  finances  for 
the  past  several  years.  You  will  not  be  told  what  wrongdoing,  if 
any,  the  RTC  suspects  you  of.  Instead,  according  to  the  RTC,  it  is 
entitled  first  to  know  whether  you  have  enough  money  to  make  you 
worth  suing,  before  the  RTC  need  decide  whether  you  in  fact  did 
anything  wrong. 

The  RTC's  tactics  came  under  fire  this  summer  from  one  U.S. 
District  Court  Judge,  who  refused  to  enforce  an  RTC  subpoena  solely 
on  such  "deep  pocket"  grounds,  denouncing  the  RTC's  tactics  as  an 
"extreme  and  unprecedented  invasion  of  personal  privacy."^ 

-  1  - 

•  1993  Americui  AnocUtioo  of  Bank  Dincton  Sdinub/HoweO 


377 


But  barely  a  nonth  after  Judge  Green's  blistering  opinion  in 
RTC  V.  Feffer.  the  agency  has  proposed  chilling  new  regulations 
that  would  not  only  explicitly  authorize  "deep  pocket"  investiga- 
tions on  the  very  grounds  decried  as  illegal  by  Judge  Oreen,  but 
would  usher  in  strong-am  procedures  in  keeping  with  the  RTC's  own 
peculiar  notion  of  the  rights  of  the  acciised  —  authorizing  the  RTC 
to,  euDong  other  things,  serve  its  subpoenas  by  leaving  them  in  a 
"conspicuous  place"  at  your  place  of  employment,  severely  restrict 
your  attorney's  edsility  to  make  objections  or  even  to  take  notes 
during  your  questioning  by  RTC  counsel,  exclude  your  attorney  from 
the  proceedings  entirely  if  the  RTC  determines  that  he  or  she  "has 
engaged  in  dilatory,  obstructionist,  ...  or  contumacious  conduct," 
and  finally,  deny  you  a  copy  of  the  treuiscript  of  your  testimony 
"for  good  cause." 

Subpoenaing  Docments  And  Testimony  About  Personal 
Finances  Before  A  Determination  Of  Fault  Is  Made 

Among  the  volume  of  subpoenas  issued  by  the  RTC  in  connection 

with  investigations  of  failed  thrifts  are  em  increasing  number  that 

order  individual  citizens  to  turn  over  teuc  returns  and  other 

financial  records,  emd  to  testify  before  the  RTC  about  their 

finances,  before  the  RTC  Qet  alone  anv  court  of  law)  has  ever 

determined  that  such  persons  have  done  anything  wrong. ^  The  only 

stated  purpose  given  for  such  subpoenas  is  the  RTC's  desire  to 

determine   the   individual's   "financial   ability   to   pay   [a] 

judgment."* 
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The  breadth  of  such  subpoenas  is  enormous,  ranging  from 
personal  state  and  federal  tax  returns  going  back  several  years,  to 
records  of  current  and  former  bank,  credit  union,  and  pension 
accounts;  IRA's,  Keogh's,  pension  or  profit  sharing  plans,  and 
annuities;  alimony,  maintenance,  support  or  property  settlements; 
CD's,  life  insurance  policies,  vehicle  titles  and  registrations, 
stocks,  bonds,  notes,  mortgage  statements,  contracts,  agreements, 
loans,  and  trusts  for  the  benefit  of  any  family  member.' 

Discovery  of  personal  financial  information  for  the  purpose  of 
ascertaining  whether  a  defendant  is  a  "deep  pocket"  would  be 
routinely  denied  the  RTC  or  any  other  litigant  in  a  civil  suit, 
because  how  much  a  defendant  is  worth  is  irrelevant  to  the  question 
of  whether  he  has  done  anything  wrong.'  This  is  particularly  the 
case  with  respect  to  personal  tax  returns  or  other  information  that 
would  reflect  income,  for  which  a  public  policy  against  disclosure 
is  recognized  by  numerous  federal  courts  on  the  ground  that  such 
disclosure  is  contrary  to  the  federal  interest  in  promoting  full 
and  accurate  reporting  of  income  by  taxpayers.'  But  while  the 
rules  of  civil  procedure  apply  to  the  RTC  as  a  litigant,  they  do 
not  govern  administrative  subpoenas  issued  by  the  RTC  before  it 
determines  whether  it  has  a  basis  for  a  lawsuit.^ 

Nevertheless,  while  the  RTC  has  the  authority  to  issue 
administrative  subpoenas,'  it  must  still  ask  a  federal  court  to 
enforce  them  in  the  event  a  witness  refuses  to  testify  or  produce 
documents.     Constitutional   restrictions   to   enforcement   of 
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adnlnistrative  subpoenas  do  exist,  based  on  Fourth  Amendment 
privacy  considerations..  "It  is  now  settled  law  that,  when  an 
administrative  agency  subpoenas  corporate  books  and  records,  the 
Fourth  Amendment  requires  that  the  subpoena  be  sufficiently  limited 
in  scope,  relevant  in  purpose,  and  specific  in  direction  so  that 
compliance  will  not  be  unreasoneQsly  burdensome."  See  v.  Citv  of 
Seattle.  387  U.S.  541,  544,  87  S.Ct.  1737,  18  L.Ed.  2d  943 
(1967).^°  Where  personal  finemcial  records  are  concerned,  the 
individual's  expectation  of  privacy  will  render  the  subpoena 
unenforceeible  where  the  scope  of  the  subpoena  far  exceeds  the 
permissible  subject  of  investigation,  or  where  the  agency  does  not 
disclose  what  supposed  violations  it  is  investigating.^^ 

An  ••Extreme  And  Unprecedented  Invasion  Of  Personal 
Privacy" 

In  the  case  of  "deep  pocket"  subpoenas,  the  RTC  contends,  in 
the  background  statement  issued  in  support  of  its  proposed  new 
regulations,  that  its  legal  authority  rests  in  Section  501  of  the 
Financial  Institutions  Reform,  Recovery  and  Enforcement  Act  of  1989 
(FIRREA) ,  codified  at  12  U.S.C.  §  1441(a),  %rtiich  requires  the  RTC 
to  conduct  itself  in  a  mzmner  %^ich  minimizes  the  losses  from 
failed  savings  associations,  %rtiile  m2Jcing  "efficient  use  of  funds" 
obtained  by  the  RTC." 

However,  a  District  of  Columbia  U.S.  District  Court  has 
recently  rejected  the  RTC's  purported  legal  basis  for  "deep  pocket" 
subpoenas.  In  connection  with  the  failure  of  Sun  State  Savings  aoid 
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Loan  Association  of  Scottsdale,  Arizona,  the  RTC  had  issued 

siibpoenas  to  eight  of  Sun  State's  former  directors  and  officers, 

seeking  eighteen  categories  of  personal,  financial  documents, 

including  state  and  federal  tax  returns  for  1987-1990. 

Each  of  the  persons  subpoenaed  produced  documents  relating  to 

Sun  State,  but  refused  to  turn  over  the  requested  personal 

financial  information.   The  RTC  argued  that  its  mandate  under 

FIRREA  to  minimize  losses  and  to  use  its  funds  efficiently 

authorized  the  forced  disclosure  of  the  former  thrift  officials' 

personal  finances.   Rejecting  the  claim.  Judge  Green  wrote,  "even 

the  broad  statutory  powers  afforded  the  RTC  are  insufficient  to 

justify  this  extreme  and  unprecedented  invasion  of  personal 

privacy.""  She  chastised  the  agency: 

The  fact  that  the  RTC  is  directed  to  "minimize []  the 
2unount  of  any  loss  realized  in  the  resolution  of  cases" 
cannot  be  read  to  mean  that,  in  the  instant  action,  the 
RTC  can  roam  through  respondents'  personal,  confidential, 
financial  records  only  to  determine  whether  it  is 
worthwhile  to  pursue  civil  litigation. 

In  effect,  the  RTC  is  asking  this  Court  to  endorse  a 
process  whereby  the  [RTC]  may  arbitrarily  discriminate 
between  rich  and  poor,  for  implicit  in  the  RTC's  summary 
request  [for  enforcement  of  its  subpoenas]  is  the 
suggestion  that  if  the  respondents  are  wealthy,  the  RTC 
will  initiate  civil  actions  against  them,  and  if  they  are 
not  cost-analysis  worthy,  the  RTC  will  forego  its  right 
to  pursue  such  claims.  Even  affording  the  agency  the 
deference  it  is  due,  the  Court  cannot  countenance  a 
process  that  wholly  ignores  culpability  or  responsibility 
and  focuses  entirely  on  an  individual's  ability  to 
pay.^* 

Shortly  after  Judge  Green's  decision,  the  RTC  dropped  a 

pending  motion  in  the  same  U.S.  District  Court  to  enforce  an 
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administrative  subpoena  on  the  same  grounds  as  in  the  Fef fer 
caseJ^ 

Mew  RTC  Regulations  Authorizing  "Deep  Pocket"  Subpoenas 
Rely  on  Discredited  Legal  Theory,  Authorize  Inquisition- 
Style  Procedures 

Nevertheless,  on  July  27,  1992,  the  RTC  proposed  new 
regulations  governing  its  investigations  and  administrative 
subpoenas,  in  which  the  agency  cited  the  very  statutory  basis 
rejected  by  Judge  Green  as  authority  for  deep  pocket  subpoenas  J* 
Despite  Judge  Green's  scathing  denunciation  of  the  agency's 
purported  legal  basis  for  such  actions,  RTC  spokeswoman  Felisa 
Neuringer  said  the  RTC  would  continue  to  seek  personal  financial 
records  from  directors  and  officers  while  conducting  an 
investigation,  because  the  RTC  wants  to  find  out  if  the  person  or 
entity  is  bankrupt  or  broke  before  committing  taxpayer  dollars  for 
litigation  J^ 

But  the  new  rules  multiply  the  intimidation  factor  of  forced 
disclosure  and  testimony  about  the  most  personal  financial  records 
of  individual  citizens  and  their  families.  The  RTC  proposes 
Inquisition-style  procedures  that  would 

*  exclude  a  witness'  counsel  from  the 
proceedings  for  "dilatory,  obstructionist  . . . 
or  contumacious"  conduct; 

*  deny  a  witness  a  copy  of  a  trans-cript  of  his 
testimony  "for  good  cause";  t^  ■ 

*  limit  a  witness'  attorney's  right  to  object  to 
questions  during  compelled  testimony,  or  to 
make  notes  during  the  testimony. 
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In  addition,  the  RTC  wants  to  serve  subpoenas  by  leaving  them  at  a 
person's  office  with  the  person  In  charge  "or.  If  there  Is  no  one 
in  charge  ...  in  a  conspicuous  pi ace [.]"^^ 

The  RTC  in  fact  has  no  statutory  basis  for  issuing  "deep 
pocket"  subpoenas.  Thus,  as  Judge  Green  held  in  RTC  v.  Feffer.  a 
subpoena  for  personal,  financial  records  Issued  solely  for  "deep 
pocket"  purposes  (as  opposed  to  a  subpoena  based  on  evidence  of 
actual  wrongdoing  for  which  financial  records  might  be  relevant, 
e.g.  Illegal  asset  transfers)  is  vinenforceeible.^'  The  RTC's 
insistence  on  issuance  of  such  subpoenas,  together  with  the 
agency's  desire  to  hamstring  witnesses  by  depriving  them  of 
procedural  protection  availed^le  in  a  court  of  law,  amount  to 
"shakedown"  tactics  designed  to  force  cooperation  or  settlements 
from  prospective  defendeuits. 

Many  potential  RTC  targets,  including  retired  directors  or 
officers  whose  life  savings  may  have  been  invested  and  lost  in  the 
failed  thrift,  and  whose  institutions  lacked  liability  Insurance 
that  might  otherwise  pay  for  defense  costs,  will  not  be  able  to 
afford  to  challenge  RTC  "deep  pocket"  subpoenas  within  the  agency 
or  In  court.  Through  the  heavy-handed  use  of  illegal  subpoenas  and 
eibusive  procedures,  the  RTC  may  force  such  targets  to  agree  to  any 
settlement  the  RTC  proposes,  since  the  alternative  is  to  iindertake 
an  expensive  legal  defense  before  ever  learning  what  wrongdoing  the 
RTC  believes  they  are  liable  for.  In  that  manner,  an  agency 
charged  with  finding  scapegoats  can  claim  to  have  achieved  a 
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recovery,  no  matter  how  small,  for  taxpayers  angry  about  the  high 
cost  of  the  S&L  bailout. 2° 

The  current  wave  of  tort  reform  proposals  has  put  much 
emphasize  on  concerns  about  ambulance-chasing  plaintiffs'  lawyers 
who  are  more  concerned  about  deep  pockets  than  actual  fault.  By 
claiming  that  it  is  entitled  to  investigate  deep  pockets  under  the 
auspices  of  a  Congressional  mandate  to  clean  up  the  S&L  mess,  the 
RTC  equates  its  own  peculiar  form  of  eunbulance  chasing  with  the 
national  interest.  But  it  is  the  RTC's  skewed  sense  of  justice  and 
lack  of  regard  for  individual  rights  that  is  in  need  of  emergency 
treatment . 

ENDNOTES 

1.  1992  U.S.  Dist.  LEXIS  8654  at  *11-12  (D.D.C.  June  4,  1992). 

2.  RTC  V.  Feffer.  supra  note  10,  at  *9.  On  motion  to  reconsider. 
Judge  Green  granted  the  RTC's  motion  to  enforce,  but  only  because 
this  time,  the  agency  submitted  an  RTC  investigator's  affidavit 
indicating  some  respondents  may  have  improperly  transferred  assets 
contrary  to  12  U.S.C.  §  1821(d) (17) (A),  thus  bringing  the  subpoena 
within  the  RTC's  authority  to  investigative  such  violative 
transfers.  Even  then,  the  Court  restricted  the  scope  of  the 
documents  sought  by  the  agency  to  those  relevant  to  an 
investigation  of  asset  transfers.  RTC  v.  Feffer.  et  al.  .  1992  U.S. 
Dist.  LEXIS  9905  (D.D.C.  July  10,  1992). 

3.  RTC  Seeks  Comment  On  Proposed  Rule  Governing  Investigations. 
Subpoenas .  Regs.,  Economics  and  Law  (BNA)  No.  146,  at  A-4  (July  29, 
1992) . 

4.  Memorandum  of  Points  &  Authorities  in  Support  of  Petition  of 
the  RTC  for  Summary  Enforcement  of  Administrative  Subpoena  Duces 
Tecum  at  9,  RTC  v.  Walde.  et  al. .  No.  92-226  (D.D.C.  filed  May  14, 
1992) .  See  also  RTC  v.  Feffer.  supra  note  1,  at  *11  (RTC's  "need 
to  determine  the  cost-effectiveness  of  bringing  a  claim"  urged  as 
sole  reason  for  subpoena  seeking  personal  financial  records) . 
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5.  See  Opposition  to  Petition  for  Summary  Enforcement  of 
Administrative  Subpoena  at  6-7,  RTC  v.  Walde.  et  al..  No.  92-226 
(D.D.C.  filed  June  12,  1992).  See  also  RTC  v.  Feffer.  supra  note 
1,  at  **5-6. 

6.  RTC  V.  Feffer.  supra  note  1,  at  *9,  citing  Booosian  v.  Gulf 
Oil  Corp. .  337  F.  Supp.  1228,  1230  (E.D.  Pa.  1971). 

7.  gee  e.g.  FSLIC  v.  Krueger.  55  F.R.D.  512,  514  (N.D.  111. 
1972) (recognizing  "a  valid  public  policy  against  disclosure  of  tax 
returns  .  .  .  grounded  in  the  interest  of  the  government  in  full 
disclosure  of  all  the  taxpayer's  income  which  thereby  maximizes 
revenue");  DeMasi  v.  Weiss.  669  F.2d  114,  119  {3d  Cir.  1982) (the 
same  policy  and  privacy  considerations  applicable  to  tax  returns 
also  apply  to  information  that  would  disclose  gross  income) ; 
Houlihan  v.  Anderson-Stokes.  Inc..  78  F.R.D.  232,  234  (D.D.C. 
1978)  ;  American  Air  Filter  Co.  v.  Kannapell.  1990  U.S.  Dist.  LEXIS 
11842  **8-9  (D.D.C.  Sept.  8,  1990);  Pavne  v.  Howard.  75  F.R.D.  465, 
469-70  (D.D.C.  1977);  Association  of  American  Railroads  v.  United 
States.  371  F.  Supp.  114,  116  n.4  (D.D.C.  1974). 

8.  RTC  V.  Feffer.  supra  note  1,  at  *9,  citing  Bowles  v.  Bay  of 
New  York  Coal  &  Supply  Corp..  152  F.2d  330,  331  (2d  Cir.  1945). 

9.  The  RTC  currently  bases  its  siibpoena  authority  on  12  U.S. C.  §§ 
1818(n)  and  1821(d) (2) (I) ,  and  on  relevant  FDIC  regulations. 
Section  1821(d) (2) (I) (i)  of  the  Financial  Institutions  Reform, 
Recovery  and  Enforcement  Act  of  1989  ("FIRREA")  gives  the  FDIC  and 
the  RTC  the  powers  established  in  Section  1821 (n),  including  the 
subpoena  power.  Until  the  RTC  adopts  its  own  regulations  and 
rules,  it  may  elect  to  follow  those  of  the  FDIC,  notwithstanding 
the  provisions  of  section  553  of  Title  5  (the  Administrative 
Procedures  Act).  12  U.S.C.  §  1441(a)(7).  See  RTC  v.  Mavor.  Dav. 
Caldwell  &  Keeton.  794  F.  Supp.  18,  18-19  (D.D.C.  1992). 

10.  See  also  United  States  v.  Morton  Salt  Co. .  338  U.S.  632,  652, 
70  S.Ct.  357,  369,  94  L.Ed.  401  (1950) (In  general,  courts  will  only 
order  compliance  with  agency  administrative  subpoenas  if  "the 
inquiry  is  with[in]  the  authority  of  the  agency,  and  the  demand  is 
not  too  indefinite  and  the  information  sought  is  reasonaibly 
relevant.") . 

11.  An  expectation  of  privacy  exists  with  respect  to  personal 
financial  records,  such  as  will  render  an  administrative  subpoena 
for  such  records  unenforceable  even  if  the  investigation  itself  is 
within  the  agency's  powers,  where  the  scope  of  the  subpoena  is  far 
broader  than  the  legitimate  subject  of  investigation.  In  United 
States  V.  Lehman.  887  F.2d  1328  (7th  Cir.  1989),  even  though  an 
agency  investigation  was  authorized  by  statute,  the  inquiry  allowed 
was  "not  so  extensive  as  to  justify  a  demand  for  all  of  [an 
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individual's]  personal  banking  records."  887  F.2d  at  1335.  As  the 
Seventh  Circuit  noted  in  Lehman. 

While  it  is  true  that  the  bank  records  sought  are  not 
private  records  in  the  sense  that  a  personal  journal  or 
letter  would  be,  they  would  likely  include  all  manner  of 
personal  and  business  transactions  conducted  by  members 
of  the  Lehman  family,  some  not  even  remotely  associated 
with  the  government  inquiry.  The  district  court 
stretched  its  authority  to  the  breaking  point  in 
complying  with  the  government's  request  to  demand  all  the 
personal  banking  records  of  Lehman's  family...." 

887  F.2d  at  1335-36. 

In  the  case  of  RTC  "deep  pocket"  subpoenas,  the  constitutional 
violation  of  privacy  rights  is  exacerbated  by  the  fact  that  the 
agency  fails  to  disclose  what  violations,  if  any,  it  is 
investigating.  Such  a  disclosure  of  purpose  is  essential  when  an 
agency  requests  information  in  which  an  individual  has  a  legitimate 
expectation  of  privacy.  Sunshine  Gas  Co.  v.  Deo't  of  Energy.  524 
F.  Supp.  834  (N.D.  Tex.  1981)  (expectation  of  privacy  mandates  clear 
articulation  of  purpose  of  investigation) . 

12.  57  Fed.  Reg.  33,133  (1992).  The  statutory  provisions  are  at 
12  U.S.C.  §  1441a(b) (3) (C) (iii,  iv) . 

13.  RTC  V.  Feffer.  supra  note  1,  at  *9. 

14.  RTC  V.  Feffer.  supra  note  1,  at  **11-12. 

15.  Notice  of  Withdrawal  of  Petition  for  Enforcement  of 
Administrative  Subpoenas,  RTC  v.  Walde.  No.  92-226  (D.D.C.  filed 
June  16,  1992) . 

16.  57  Fed.  Reg.  33,133  (1992). 

17 .  RTC  Seeks  Comments  on  Proposed  Rules  Governing  Investigations. 
Subpoenas,  supra  note  3,  at  A-3,  A-4. 

18.  57  Fed.  Reg.  33,135-36.  In  practice,  the  RTC  has  served  such 
subpoenas  by  leaving  them  under  the  windshield  of  the  recipient's 
automobile. 

The  RTC  proposed  regulations  appear  modeled  after  FDIC 
regulations  governing  certain  investigative  procedures,  at  12 
C.F.R.  Subpart  K.  The  FDIC  regulations  do  not  authorize  leaving 
subpoenas  at  a  "conspicuous  place,"  do  not  permit  the  agency  to 
deny  a  witness  a  transcript  copy,  and  do  not  restrict  objections  to 
matters  of  privilege  and  objections  to  questions  outside  the  scope 
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of  the  investigation.  The  FDIC  regulations  do  authorize  the 
exclusion  of  a  witness'  counsel  for  "dilatory,"  etc.,  behavior.  12 
C.F.R.  §§  308.148(b),  308.6(b). 

19.  See  e.g.  FEC  v.  Machinists  Won-Partisan  Political  Leacme.  655 
F.2d  380,  396  (D.C.  Cir.  1981)  (FEC  subpoena  outside  the  EEC's 
investigative  powers  should  not  have  been  enforced) ,  cert,  denied 
454  U.S.  897;  United  States  v.  Lehman.  887  F.2d  1328,  1335-36  (7th 
Cir.  1989) (enforcement  of  administrative  subpoenas  issued  by  the 
Packers  and  Stockyards  Administration  limited  to  cases  where  the 
inquiry  pertained  to  activities  regulated  under  the  Packers  and 
Stockyards  Act) ;  United  States  v.  Montgomery  County  Crisis  Center. , 
676  F.  Supp.  98,  99  (D.  Md.  1987)  (subpoena  held  unenforceable  where 
it  related  to  a  security  matter  rather  than  fraud,  waste,  or 
inefficiency  that  Inspector  General  was  authorized  to  investigate)  . 

20.  For  that  matter,  even  after  the  RTC  or  the  Federal  Deposit 
Insurance  Corporation  files  suit  against  a  former  officer  or 
director,  the  defendant  often  will  not  know  what  specific 
wrongdoing  he  or  she  is  being  charged  with.  For  example,  the  FDIC 
has  taken  the  position  that  it  need  only  specify  the  losses 
incurred  by  the  institution,  allege  negligence  generally  by  all  of 
the  defendant  officers,  directors,  or  outside  service  providers, 
and  leave  it  up  to  the  individual  defendants  to  determine  what 
specific  acts  of  negligence  they  are  supposed  to  have  committed. 
Consequently,  the  FDIC  has  refused  to  respond  to  specific 
interrogatories  seeking  to  learn  what  it  is  exactly  that  the  FDIC 
alleges  individual  defendants  did  that  constitutes  negligence, 
preferring  to  refer  defendants  to  the  FDIC's  document  production. 

The  FDIC's  tactics  have  met  with  disapproval  by  the  courts. 
See  e.g.  FDIC  v.  Butcher.  116  F.R.D.  196,  200  (E.D.  Tenn. 
1986) ("FDIC  simply  cannot  take  the  position  during  discovery  that 
^ these  defendants  know  what  they  did  wrong  and  so  why  should  we 
tell  them  what  we  think  they  did.'")  ;  FDIC  v.  Blackburn.  109  F.R.D. 
66,  70  (E.D.  Tenn.  1985) (defendant  "has  been  sued  for  $10  million, 
and  he  is  entitled  to  find  out  what  the  FDIC  says  about  his  alleged 
personal  involvement  in  the  conduct  specified  in  the  Amended 
Complaint") . 
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I.  Introduction 

Much  of  the  attention  and  controversy  surrounding  the 
enactment  last  year  of  the  Federal  Deposit  Insurance  Corporation 
Improvement  Act'  ("FDICIA")  has  focused  on  the  new  "prompt 
corrective  action"  powers  and  responsibilities  that  Congress  has 
imposed  on  the  federal  banking  regulators*  and  which  are  currently 
being  implemented  through  the  agency  rulemaking  process.'  Less 
notice  has  so  far  been  taken  of  the  closely-related  and  equally 
far-reaching  new  safety/soundness  standard-setting  duties  of  the 
agencies.*  The  specific  safety/soundness  requirements  are 
submerged  within  FDICIA' s  "Prompt  Corrective  Action"  Subtitle,  and 
the  rulemaking  process  implementing  these  standards  has  barely 
begun,'  with  final  rules  only  being  required  by  late  1993.* 
Nevertheless,  the  Issues  generated  by  the  implementation  of  the 
safety/soundness  standards  are  likely  to  prove  just  as 
controversial  as  those  relating  to  prompt  corrective  action.  The 
standard-setting  requirements  may  force  the  banking  agencies  to 
reach  deep  into  traditional  preserves  of  bank  management  and 
ownership.  To  the  extent  that  these  requirements  are  designed  to 
impose  some  uniformity  across  the  banking  industry  as  a  whole,  they 
will  inevitably  be  perceived  by  many  bank  directors  and  executives 
as  blunt  and  excessive  regulatory  intrusions  into  the  business  of 
banking. 

This  report  examines  the  background,  constitutionality  and 
wisdom  of  the  new  safety/soundness  rulemaking  powers.  While  these 
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powers  are  probably  immune  from  serious  constitutional  challenge, 
the  author's  view  is  that  they  rest  on  highly  questionable  policy 
judgments  and  will  be  extraordinarily  difficult  to  implement. 
Their  range  and  mandatory  nature  reflects  an  inappropriate,  agency- 
forcing  strategy  by  Congres"3. 

II.   Background 

It  is  important  to  recognize  at  the  outset  that  the  power  of 
the  Federal  banking  agencies  to  regulate  insured  depository 
institutions  on  the  basis  of  safety/soundness  principles  is  both 
extensive  and  well  established.  As  the  United  States  Supreme  Court 
said  as  long  ago  as  1947,  safety/soundness  regulation  "[does]  not 
deal  with  unprecedented  economic  problems  of  varied  industries. 
[It]  deal[s]  with  a  single  type  of  enterprise  and  with  the  problems 
of  insecurity  and  mismanagement  which  are  as  old  as  banking 
enterprise."'  From  the  very  inception  of  the  federal  insurance 
system  in  1933,  safety  and  soundness  has  been  a  principal  concern 
driving  a  "cradle  to  grave"'  regime  of  tight  regulation;'  it  is  a 
corollary  of  the  federal  insurance  safety  net  upon  which  rests  the 
constitutional  and  prudential  justification  for  federal  regulation 
of  even  state  chartered  depository  institutions  (whenever  those 
institutions  elect  to  become  federally  insured) .  "Unsafe  and 
unsound  practices,"  or  being  in  an  "unsafe  or  unsound  condition," 
have,  since  at  least  1933,  always  been  a  permissible  basis  upon 
which  fozTnal  enforcement  action  could  be  taken  (usually  after 
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adjudication  before  an  independent  administrative  law  judge) 
against  insured  institutions  or  their  directors  and  officers.'" 

It  is  also  important  to  consider  the  changing  regulatory 
environment  within  which  safety/soundness  regulation  has  been 
implemented  since  the  New  Deal.  While  the  regulators'  supervisory 
powers  on  matters  of  safety  and  soundness  have  traditionally  been 
highly  discretionary,  the  regulatory  environment  within  which  this 
discretionary  safety/soundness  regulation  was  practiced  was,  until 
the  1980s,  very  different  from  the  one  that  now  exists.  The 
traditional  framework  was  largely  determined  by  the  Banking  Act  of 
1933.  This  legislation  not  only  established  the  system  of  federal 
insurance  and  safety/ soundness  regulation,  but  also  —  for  better 
or  worse  —  set  a  number  of  boundary  rules  that  served  to  define 
what  constituted  legitimate  banking  activities.  The  securities 
prohibitions  of  Glass-Steagall  —  what  two  authors  have  aptly 
described  as  the  "legal  Maginot  line""  —  is  the  most  obvious 
example  of  such  a  boundary.  During  the  ensuing  three  and  a  half 
decades  other  barriers  were  also  enacted,'^  and  banks  enjoyed  the 
status  of  a  government-sponsored  cartel.  In  return  for  severe 
restrictions  upon  the  kinds  of  activities  in  which  they  engage, 
banks  and  thrifts  were  assured  a  reasonably  stable  profit  base.^^ 
This  was  the  era  in  which  predominated  what  one  recent  commentator 
has  described  as  "prophylactic"  regulation:'*  the  strategy  of  the 
"New  Deal  banking  legislation,  and  of  bank  regulation  during  the 
next  five  decades,  was  to  impose  direct  controls  on  the  permissible 
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assets,  investment  policies  and  activities  of  individual  banking 
organizations,"  thereby  forcing  banks  "to  follow  a  particular 
business  plan  that  was  designed  to  produce  a  profitable  and  low- 
risk  banking  industry."'' 

It  was  within  these  outer  boundaries  that  the  regulators 
applied  their  supervisory  powers  over  individual  depository 
institutions.  Where  a  particular  activity  or  practice  was  not 
already  proscribed  by  Congress  in  legislation,  the  determination  of 
its  safety  or  soundness  required  a  highly  discretionary  judgment  by 
the  appropriate  regulator  with  reference  to  each  specific  case.  As 
the  U.S.  Senate  Banking  Committee  acknowledged  in  1966,  "'[ujnsafe' 
and  'unsound'  have  no  definite  or  fixed  meaning."'*  Indeed,  the 
concept  has  been  difficult  to  capture  in  terms  more  specific  than 
those  contained  in  the  following  classic  formulation  by  a  former 
chairman  of  the  now-defunct  Federal  Home  Loan  Bank  Board: 

Generally  speaking,  an  "unsafe  or  unsound"  practice  embraces 

any  action,  or  lack  of  action,  which  is  contrary  to  generally 

accepted  standards   of  prudent  operation,   the  possible 

consequences  of  which,  if  continued,  would  be  abnormal  risk  of 

loss  or  damage  to  an  institution,  its  shareholders,  or  the 

agencies  administering  the  insurance  funds.'' 

Discerning   safety   and   soundness   under   these   circumstances 

necessarily  involves  highly  predictive  judgments"  that  are 

cognizant  of  the  difficult  business  judgments  bankers  must 

continually  make.   The  sensitive  and  complex  regulatory  decisions 
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that  safety/soundness  concerns  dictate  involve,  as  a  practical 
matter,  a  delicate,  case-by-case,  fact-by-fact  review  of  the 
operations  of  and  circumstances  surrounding  individual  depository 
institutions  —  a  review  usually  made  feasible  only  by  the  on- 
site  interaction  between  agency  examiners  and  the  manager  of  the 
institutions. 

As  a  basis  for  regulatory  action,  the  safety/soundness  concept 
was  therefore  recognized  by  judges  to  be  a  matter  falling  so  fully 
within  the  special  expertise  of  the  banking  agencies  as  to  warrant 
a  high  degree  of  deference  from  the  courts  when  agency 
determinations  are  challenged  on  review  J'  At  the  same  time,  the 
courts  have  not  insisted  that  the  regulators  always  act  on  an 
individual,  case-by-case  basis  when  making  determinations  regarding 
safety  and  soundness:  on  the  contrary,  they  have  ruled  that  it  is 
fully  accepteible  for  a  banking  agency  to  make  generalized 
pronouncements,  when  the  agency  deems  this  appropriate,  regarding 
what  will  be  an  unacceptable,  unsafe  or  unsound  practice.^"  In 
other  words,  the  banking  agencies  have  been  accorded  a  broad 
latitude  to  implement  their  safety/soundness  regulatory  powers  in 
whatever  way  they  choose,  whether  it  be  through  individual 
decision-making  or  by  means  of  general  rules. ^^ 

Since  the  late  1970s,  however,  the  business  of  banking  has 
undergone  a  sea  change.  And  so,  too,  has  the  regulatory 
environment.  Macroeconomic,  technological  and  market  forces  have 
threatened  the  very  survival  of  the  banking  industry;  to  foster  its 
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revival,  Congress,  the  federal  and  state  regulators  were  driven  to 
deregulate  the  industry.  The  banking  industry  entered  into  a  new, 
more  competitive  atmosphere. 

But  the  new  deregulated  environment,  accompanied  by  reduced 
regulatory  capacity  during  an  era  of  government  cutbacks,  and 
unaccompanied  by  the  antidote  of  market  discipline,  led  inexorably 
to  the  catastrophes  that  have  afflicted  the  nation's  banking 
industry.  Amid  the  ensuing  public  alarm,  the  Administration  and 
the  Congress  hastened  to  cast  blame  wherever  they  could  —  on 
each  other,  on  the  industry  and  its  alleged  "kingpins,"  and  on  the 
regulators . 

Whatever  the  fairness  or  rationality  of  this  self -exculpatory 
strategy,  the  fact  remains  that  the  public  looked  to  their  elected 
representatives  to  do  something  to  protect  taxpayers  from  further 
jeopardy,  and  Congress  and  the  White  House  hastily  complied  by 
passing  two  major  enactments  that  effected  structural  and 
substantive  regulatory  reform  (FIRREA  in  1989,  and  FDICIA  in  1991), 
and  by  conducting  prosecutions,  hearings,  and  investigations,  all 
designed  largely  to  "clean  up"  the  industry  and  galvanize  the 
regulators  into  more  stringent  supervision  of  the  industry. 
Writing  before  the  passage  of  FDICIA,  Helen  Garten  had  already 
observed  that  during  the  period  of  deregulation  during  the  1980s, 

[rjegulation  would  no  longer  seek  to  control  bank  risk  by 

making   investment  decisions   for  the  banking   industry. 

Instead,  regulation  would  leave  individual  banks  free  to  set 
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their  own  business  policies,  but  would  require  banks  to 
improve  their  internal  controls  and  risk  management  techniques 
. . .  to]ld  prophylactic  regulation  was  gradually  being  replaced 
by  new  prudential  regulation. ^^ 

The  effects  of  the  S&L  Crisis  and  the  insolvency  of  the 
federal  insurance  funds  not  only  accelerated  the  trend  from 
"prophylactic"  to  "prudential"  regulation  but  also  transformed  the 
very  nature  of  prudential  regulation  itself.  Demands  for  the 
re introduction  of  old-style  prophylactic  regulation  were  too 
unrealistic  to  muster  significant  congressional  support,  but  the 
national  political  heat,  and  Democratic  congressional  antipathy 
toward  and  suspicion  of  a  Republican  Administration,  were 
sufficiently  intense  as  to  produce  the  next  best  thing:  direct 
prudential  regulation  by  Congress  itself.  In  other  words,  the 
regulators  were  no  longer  trusted  to  exercise  their  discretion 
regarding  banking  prudence  (safety/soundness) ;  if  they  and  the 
industry  could  not  get  it  right  in  the  first  place.  Congress  would 
have  to  do  it  for  them  —  and  this  Congress  did  in  one  agency- 
forcing  and  industry-constricting  statutory  provision  after 
another,  from  the  new  capital  standards  for  thrifts  in  FIRREA^  to 
the  safety/soundness  standard-setting  requirements  in  FDICIA. 
Regulation,  in  other  words,  was  simultaneously  made  more 
"prudential"  and  more  mandatory,  and  the  traditional  environment  of 
broad  regulatory  discretion  and  entrepreneurial  liberality  was  very 
significantly  displaced  by  a  congressionally-preordained  prudential 
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framework  designed  to  reduce  the  risk  to  the  federal  insurance 
funds  and,  in  turn,  the  taxpayers. 

III.   The  1991  Rulemaking  Requirements 

The  safety/soundness  standard-setting  requirements  in  FDICIA 
find  their  immediate  genesis  in  a  report  by  the  General  Accounting 
Office  ("GAO")  to  the  House  and  Senate  banking  committees  during 
the  early  legislative  process  in  1991.^*  The  GAO  had  studied  a 
number  of  failed  banks  and  had  concluded  that  one  of  the  causes  for 
their  failure  was  the  depletion  of  capital  as  a  result  of  asset, 
earnings  and  management  problems,  coupled  with  a  failure  by  the 
regulators  to  take  early  and  forceful  enforcement  action.^  The 
GAO  concluded,  with  the  Treasury  Department  and  earlier  studies,^' 
that  a  capital  "tripwire  system"  should  be  adopted  as  a  means  of 
identifying  points  at  which  increasingly  stringent  regulatory 
intervention  should  occur  to  arrest  the  failure  of  troubled 
institutions.  The  GAO  report  went  further,  however,  to  emphasize 
that  capital  indicators  would  be  insufficient  without  additional 
mechanisms  to  ensure  effective  internal  bank  operating,  management 
and  safety/soundness  controls.^'  The  Congress  and  regulators  were 
urged  to  develop  "accepted  definitions  of  inherently  unsafe 
activities  and  conditions  that  would  trigger  mandatory  enforcement 
actions."^'  These  recommendations  directly  influenced  the 
drafting,  first  in  the  House  and  subsequently  in  the  Senate,  of  the 
prompt  corrective  action  provisions  of  FDICIA,^  including  the 
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safety/soundness  standard-setting  section'"  which  complements  the 
related,  but  independent,  capital  classification  and  tripwire 
system  that  constitutes  the  centerpiece  of  FDICIA's  prompt 
corrective  action  framework. '^ 

FDICIA  creates  a  basis  for  early  agency  intervention  that  is 
not  directly  based  on  a  depository  institutions'  capital  condition. 
The  Act  adds  a  new  section  39  ("section  39")  to  the  Federal  Deposit 
Insurance  Act  ("FDI  Act") .'^  entitled  "Standards  for  Safety  and 
Soundness."''  In  this  new  section  39,  the  agencies  are  directed 
to  prescribe,  through  a  rulemaking  process,'*  a  series  of 
safety/soundness  standards  applicable  to  depository  institutions 
and  their  holding  companies.  The  standards  to  be  prescribed  are 
classified  as  follows: 

•  operational  and  managerial  controls" 

o    internal  controls,  information  systems,  and  internal 

audit  systems 
o    loan  documentation 
o    credit  underwriting 
o    interest  rate  exposure 
o    asset  growth 

o    compensation,  fees,  and  benefits 
O    any  other  operational  and  managerial  standards  deemed 

appropriate  by  the  agencies 

•  asset  quality,  earnings  and  stock  valuation  standards'* 
o    maximum  capital-to-classified-assets  ratios 
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o  minimum  earnings  sufficient  to  absorb  losses  without 
impairing  capital 

o  minimum  ratio  of  market  value  to  book  value  ratios  for 
publicly-traded  shares  ("to  the  extent  feasible") 

o    any  other  standards  related  to  asset  quality,  earnings  or 
stock  valuation  deemed  appropriate  by  the  agencies 
•    compensation  standards'' 

O  standards  prohibiting  employment  contracts,  compensation, 
benefits,  fees,  perquisites,  stock  options, 
postemployment  benefits  or  other  compensatory 
arrangements  that  would  be  "excessive"  or  would  lead  to 
"material  financial  loss  to  the  institution" 

o  standards  specifying  when  any  compensation  arrangements 
would  be  excessive  (in  the  light  of  various  enumerated 
factors  such  as  the  combined  value  of  all  cash  and 
noncash  benefits,  financial  condition  of  the  institution, 
any  involvement  by  the  beneficiary  in  fraudulent  acts, 
omissions,  breaches  of  fiduciary  duty  concerning  the 
institution) 

o  any  other  compensation  standards  deemed  by  the  agencies 
to  be  appropriate 

Once  the  regulations  have  been  promulgated  and  have  come  into 
effect,^  failure  by  any  insured  depository  institution  to  meet 
the  standards  will  trigger  the  enforcement  provisions  of  section 
39.   Institutions  that  fail  to  meet  the  standards  will  be  required 
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by  the  appropriate  banking  regulators  to  submit  a  plan  indicating 
how  they  will  correct  the  deficiencies.^'  (This  corrective  plan 
is  a  quite  independent  requirement  from  the  capital  restoration 
plans  required  in  terms  of  FDICIA's  capital-tripwire  provisions.*") 
The  plans  must  be  submitted  within  30  days*'  and  the  agency  must 
respond  within  a  similar  period  of  time.*^ 

If  an  institution  fails  to  submit  or  to  implement  a  plan,  the 
appropriate  agency  can  issue  an  order  requiring  sxobmission  or 
implementation.  The  agency  can  also  impose  a  host  of  specific 
requirements,  including,  to  mention  but  a  few,  prohibiting  asset 
growth  in  the  institution,  requiring  the  institution  to  increase 
its  tangible-equity-to-asset  ratio,  restricting  the  payment  of 
interest  rates  on  deposits,  and  requiring  divestiture  of 
subsidiaries,  employment  of  qualified  officers  and  the  election  of 
a  new  board  of  directors.*'  The  agencies  are  not  only  empowered 
to  add  these  specific  orders  to  their  general  compliance  orders, 
they  are  also  required  to  take  one  or  more  of  these  actions  where  the 

institutions  concerned  fail  to  meet  FDICIA's  operational  and 
managerial  standards,  asset  quality,  earnings  and  stock  valuation 
standards,  where  the  institutions  commenced  operations  or  were 
acquired  less  than  24  months  before  the  failure  to  meet  the 
safety/soundness  standards,  or  where  the  institutions  concerned  had 
experienced  "extraordinary  growth"  (as  defined  by  the  appropriate 
agency)  during  the  18-month  period  prior  to  the  first  failure  in 
compliance  with  the  safety/soundness  standard.**  In  addition,  the 
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agencies  may  now  enforce  their  orders  in  district  court  and  with 
civil  money  penalties.*' 

This  safety/soundness  regulatory  system  is  still  further 
complicated  by  the  manner  in  which  it  implicates  other  requirements 
established  by  FDICIA.  As  the  banking  agencies  have  pointed  out  in 
their  Joint  Advance  Notice.**  some  of  the  general  requirements  in 
section  39  are  also  addressed  specifically  elsewhere.  For  example, 
section  305(b)  of  FDICIA  requires  the  agencies  to  revise  their 
risk-based  capital  standards  to  take  adequate  account  of  interest 
rate  risk  —  a  concern  also  covered  by  the  asset  quality  and 
earnings  standards  requirements  of  section  39.  Section  304  of 
FDICIA,  which  specifically  requires  the  imposition  of  restrictions 
on  real  estate  lending,  provides  another  example.  Readers  will 
recognize  many  more  areas  of  potential  overlap. 

IV.   Constitutional  Issues 

Can  such  intrusive  standard-setting  requirements  be 
constitutional?  After  all,  the  US  Constitution  was  once  thought  to 
require  a  separation  of  powers  not  only  between  the  branches  of 
government  but  also  between  government  and  the  economy.*^  Many 
bankers  might  be  inclined  to  view  the  safety/soundness  standard- 
setting  requirements  as  more  a  congressional  hijacking^  of  the 
business  of  banking  than  an  effort  to  regulate  that  business.  It 
is  unlikely,  however,  that  any  serious  constitutional  challenge 
against  section  39  could  be  made  at  this  stage. 
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The  only  conceivable  constitutional  challenges  are:  that  the 
standard-setting  requirements  constitute  an  excessive  delegation  of 
power  by  Congress  to  the  banking  agencies;  that  the  intrusive 
nature  of  these  requirements  constitutes  a  recmlatorv  taking;  that 
the  promulgation  of  safety/soundness  standards  violates  substantive 
due  process;  or  that  the  enforcement  of  the  safety/soundness 
standards  violates  procedural  due  process.  The  first  three 
challenges  would  attack  section  39  on  its  face  (i.e.,  no  matter  how 
the  agencies  go  about  setting  the  safety/soundness  standards) .  The 
fourth  challenge  would  represent  an  attack,  not  on  the  standards 
themselves,  but  on  the  manner  by  which  the  agencies  enforce  then 
against  individual  banks. 

(i)  Excessive  Delegation.  In  theory,  at  least,**  Congress 
may  not  delegate  its  legislative  powers  under  Article  I  of  the 
Constitution.  Section  39  certainly  delegates  very  broad  powers  to 
the  banking  agencies.  But  the  courts  are  extremely  unlikely  to 
declare  this  delegation  unconstitutional. 

First,  the  Supreme  Court  has  always  accepted  delegations  of 
power  to  agencies  when  these  have  been  accompanied  by  "intelligible 
principles"  or  "standards"  by  which  the  delegated  power  is  to  be 
exercised.  As  long  as  Congress  has  provided  some  guidance  in  the 
governing  statute  as  to  how  the  agency  is  to  exercise  its  power  to 
"fill  in  the  gaps,"  the  courts  have  regarded  the  delegation  of 
power  to  be  sufficiently  structured  as  to  be  acceptable.*'- 
Whatever  one  might  think  of  its  content,  section  39  is  not  short  of 
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detailed  guidance  concerning  the  factors  which  the  agencies  should 
take  Into  account  when  developing  their  safety/soundness  standards, 
nor  is  it  short  on  verbiage  as  to  how  these  standards  should  be 
implemented.  In  this  respect,  section  39  contains  the  kind  of 
voluminous  (albeit  conflicting)  guidance  that  was  validly  supplied 
to  the  U.S.  Sentencing  Commission  for  the  development  of  the 
federal  Sentencing  Guidelines,"  and  it  is  likely  to  be  regarded 
as  sufficiently  detailed  on  this  account  alone.'' 

Second,  the  Court  has  already  specifically  accepted  the 
delegation  of  wide  discretionary  power  to  regulate  on  grounds  of 
safety  and  soundness.  Not  long  after  the  Court  actually  did 
enforce  the  non-delegation  doctrine  —  when  one  might  have 
expected  the  doctrine  to  have  some  vigor  —  the  Court  was 
presented,  in  Fahev  v.  Mallonnee."  with  the  complaint  that  the 
power  of  the  old  Federal  Home  Loan  Bank  Board  to  make  rules  for  the 
reorganization,  restructuring,  merger,  seizure  or  liquidation  of 
savings  institutions  was  couched  in  unconstitutionally-vague  terms. 
(The  phrase  "unsafe  and  unsound"  was  not  even  in  the  statute  but 
had  been  used  by  the  Board  in  its  regulations.)  The  Court  rejected 
the  non-delegation  argument,  holding  that  the  statutory  power,  and 
concepts  such  as  "unsafe  and  unsound"  that  had  been  used  by  the 
Board  in  its  rule,  were  commonly  understood  within  the  industry  as 
a  sufficient  basis  upon  which  the  agency  could  proceed. '^  It  is 
quite  unlikely  that  the  Court  would  suddenly  now  conclude  that  the 
concept,  buttressed  as  it  is  with  a  multitude  of  congressional 
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admonitions  and  exhortations,  has  become  too  vague  for  regulatory 
action.'* 

Finally,  it  is  worth  observing  that  a  non-delegation  attack 
would,  if  successful,  prove  somewhat  self  defeating.  The  corollary 
to  a  declaration  that  section  39  constitutes  an  unconstitutional 
delegation  of  power  is  that  Congress  must  enact  the  rules  for 
safety  and  soundness  itself.  Faced  with  a  choice  between  Congress 
and  the  regulators,  I  suspect  that  most  bankers  would  prefer  that 
the  regulators  be  the  ones  who  determine  safety/soundness 
standards,  if  such  standards  must  be  set  (and  Congress  in  its 
current  mood  is  highly  likely  to  persist  in  this  view) .  The 
regulators  not  only  have  a  good  deal  more  capacity  to  develop  these 
standards,  but  they  are  also  much  closer  to  their  regulated 
industry  and  are  therefore  more  likely  to  be  sensitive  to  the 
complex  exigencies  of  banking  entrepreneurship. 

(ii)  Regulatory  Takings.  A  bank  owner  or  manager  might  be 
forgiven  for  feeling  that  the  impending  safety/soundness  standards 
virtually  wrest  away  the  ability  to  control  or  manage  the  bank. 
They  certainly  threaten  to  reduce  substantially  the  entrepreneurial 
freedom  hitherto  enjoyed  by  bankers.  Hence  another  intuitive 
objection  to  section  39  might  be  that  it  constitutes  a  "taking"  of 
property  without  just  compensation  —  which  is  forbidden  by  the 
Takings  Clause  of  the  Fifth  Amendment.  The  form  of  "taking"  would 
be  somewhat  unusual,  since  it  would  not  take  the  form  of  physical 
deprivation  of  the  bank;  rather,  the  taking  would  come  in  the  form 
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of  regulatory  restrictions  so  severe  as  to  deprive  the  owners  of 
banks  of  the  value  of  their  banks.  Such  a  taking  has  come  to  be 
known  as  a  "regulatory  taking"  and,  in  the  Supreme  Court's 
jurisprudence,  where  regulation  becomes  so  extreme  as  to  extinguish 
the  value  of  the  property  in  question  it  is  regarded  as  a  taking 
for  which  there  must  be  "just"  compensation." 

Congress'  regulatory  power  in  the  sphere  of  banking,  with 
respect  to  national  banks,  federally-chartered  savings 
associations,  all  members  of  the  Federal  Reserve  System  (federal 
and  state) ,  and  all  depository  institutions  that  are  federally- 
insured  (whether  federal  or  state)  is  beyond  question.  As  to 
whether  there  should  be  compensation  for  such  regulation,  while  it 
might  remain  an  open  question  whether  specific  contracts  between 
the  federal  government  and  individual  depository  institutions  can 
be  eJsrogated  without  compensation,"  it  is  difficult  to  see  how 
banks  could  ever  satisfy  the  legal  requirements  for  compensation  as 
a  result  of  more  onerous  safety/soundness  standards. 

First,  the  amount  of  compensation,  and  even  the  cause  of  the 
losses  complained  of,  are  likely  to  be  imponderable:  the  purpose 
of  more  onerous  safety/soundness  requirements  is  to  improve  the 
condition  of  banks,  not  damage  them.  While  bankers  might  disagree 
with  the  strategy  adopted  by  Congress  in  this  regard,  it  would  be 
virtually  impossible  to  demonstrate  that  a  particular  deterioration 
in  the  condition  of  a  bank  was  caused  by  the  safety/soundness  rules 
alone.   In  this  respect,  the  courts  are  unlikely  to  find  that  the 
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"economic  impact  of  the  regulation,"  and  the  "character  of  the 
governmental  action"  (which  falls  well  short  of  outright  physical 
occupation)  are  sufficiently  severe  or  unambiguous  to  satisfy  the 
case-by-case,  multi-factor  analysis  used  in  determining  whether 
there  has  been  a  taking  that  demands  compensation.^' 

Second,  all  depository  institutions  falling  within  the  scope 
of  section  39  do  so  because  they  are  federally  insured.  A  large 
proportion  are  also  either  federally  (or  "nationally")  chartered, 
or  at  least  members  of  the  Federal  Reserve  System.  The  impact  of 
section  39  is,  by  its  terms,  restricted  to  "insured"  institutions: 
state  institutions  may  decline  federal  insurance  and,  if  necessary, 
withdraw  from  membership  of  the  Federal  Reserve  System.  Congress 
is  well  within  its  regulatory  powers  in  conditioning  the  grant  of 
federal  deposit  insurance  (and,  for  that  matter,  federal  charters 
and  federal  reserve  facilities)  upon  the  observance  of  standards 
relating  to  safety  and  soundness,  no  matter  how  ill-advised  those 
standards  might  be  perceived  to  be.  To  put  this  in  the  more 
technical  takings  language  of  the  courts:  (a)  insured  depository 
institutions  are  unlikely  to  possess  "property"  rights  that  are 
sufficiently  unqualified  to  provide  the  basis  for  compensation;^* 
(b)  the  owners  of  banks  are  unlikely  to  possess  "reasonable 
investment-backed  expectations"^'  of  compensation  in  the  event  of 
more  severe  regulation;  and  (c)  directors  and  officers  whose 
compensation  might  be  restricted  by  the  new  safety/soundness 
standards  are  highly  unlikely,  working  as  they  do  in  "one  of  the 
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longest  regulated  and  most  supervised  of  all  public  callings,"*" 
to  be  regarded  as  having  employment  contracts  that  validly  embrace 
a  "historically  rooted  expectation  of  compensation"*^  from  the 
United  States  in  the  event  of  regulatory  impairment. 

fiii)  Substantive  Due  Process.  A  substantive  due  process 
challenge  could  have  two  dimensions:  first,  a  claim  that  the 
safety/soundness  standards  constitute  an  oppressive  or  arbitrary 
government  imposition  upon  private  property  and  liberty  interests; 
and,  second,  that  some  of  them,  including  the  restrictions  upon 
"excessive"  compensation,  constitute  an  "impairment  of  contracts" 
(the  Contracts  Clause  of  the  U.S.  Constitution  being  incorporated 
against  the  Federal  government  via  the  Due  Process  Clause  of  the 
Fifth  Amendment*^) .  Neither  dimension  stands  any  chance  of  being 
sustained  in  an  attack  against  the  section  39. 

In  the  first  place,  the  Court  has,  except  where  certain 
"fundamental  rights"  (which  do  not  include  economic  interests,  such 
as  banking)  are  concerned,  long  backed  away  from  any  serious 
substantive  due  process  scrutiny  of  the  rationality  of  legislation 
restricting  private  activities.*'  In  the  realm  of  economic 
regulation,  the  Court  will  accept  almost  any  conceivable  rationale, 
including  ones  not  even  considered  by  Congress,  as  providing 
support  for  the  legislation."  Section  39  is  easily  sustainable 
on  this  account." 

Second,  the  Contracts  Clause  has  very  weak  force  in  the  case 
of  compensation  or  related  contracts  entered  into  within  so  heavily 
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regulated  an  industry  as  federally-insured  banking.  It  is  quite 
likely  that  a  court  would  insist,  as  courts  have  done  in  the 
context  of  regulatory  takings  cases,"  that  anyone  who  enters 
employment  or  invests  in  banking  must  be  aware  of  the  fact  that  his 
or  her  conditions  of  employment  or  investments  are  subject  to  the 
varying  safety/soundness  requirements  of  the  federal  government." 
And  the  Contract  Clause  applies  with  even  weaker  force  against  the 
federal  government,  as  opposed  to  the  States,"  where  it  seems  to 
have  no  greater  application  than  does  the  substantive  due  process 
doctrine  just  described." 

As  a  basis  for  challenging  the  constitutional  validity  of 
congressional  legislation  regulating  the  banking  industry, 
substantive  due  process  is  almost  as  dead  as  the  Dodo. 

(iv)  Procedural  Due  Process.  The  Due  Process  Clause  in  Fifth 
Amendment  applies  most  vigorously  in  the  case  of  government  denials 
of  so-called  "procedural  due  process."  Under  procedural  due 
process,  the  government  is  ordinarily  required  to  provide 
individuals  or  institutions  a  fair  hearing  before  it  deprives  them 
of  any  constitutionally-protected  liberty  or  property  interest. 
The  safety/soundness  standards  might  be  regarded  as  inflicting  such 
a  deprivation  (especially  where  they  infringe  compensation 
agreements).  Procedural  due  process  will,  however,  only  really 
become  relevant  after  the  standards  have  been  implemented  and  when 
they  come  to  be  enforced. 
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While  the  standards  are  being  developed  in  rulemaking, 
procedural  due  process  will,  for  all  practical  purposes,  simply  be 
irrelevant.  An  argument  that  the  initial  implementation  of  section 
39  would  constitute  a  procedural  due  process  violation  (i.e.  the 
taking  of  property  without  a  proper  hearing)  would  certainly  fail. 
In  the  first  place,  the  section  commands  the  agencies  to  act  by 
means  of  rulemaking,  and  procedural  due  process  is  not  directly 
applicable  when  an  agency  acts  "legislatively"  (i.e.,  by 
promulgating  rules  of  general  application,  as  opposed  to 
"judicially"  —  or  on  a  case-by-case  basis).'"  Second,  the 
agencies  are  in  any  event  directed  to  implement  section  39  by  means 
of  regulations."  This  automatically  triggers  the  notice-and- 
comment  rulemaking  requirements  of  the  Administrative  Procedure 
Act'^  which  require  the  agencies  to  provide  interested  parties  with 
notice  of  their  proposed  rules  and  an  opportunity  to  comment.  Even 
if  it  could  be  argued  that  protected  "liberty"  or  "property" 
interests  were  at  stake,''  this  provision  supplies  more  "process" 
than  would  probably  be  "due"  under  the  Due  Process  clause  of  the 
Fifth  Amendment. 

On  the  other  hand,  procedural  due  process  may  become  relevant 
when  the  safety/soundness  standards  are  enforced  against 
individuals  and  institutions.  As  described  earlier,  the  agencies 
may  impose  restrictions  upon,  and  even  take  enforcement  action 
against,  institutions  that  fail  to  meet  the  safety/soundness 
standards  and  fail  to  submit  acceptable  remedial  plans.  At  present 
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it  is  quite  possible  that  an  individual  or  institution  would  be 
able  to  demonstrate  that  his/her  or  its  property  interests  are 
implicated  and  that  he/she/ it  should  be  given  a  due  process 
hearing.  Provision  for  such  hearings  may  well  be  provided  in  the 
rules  implementing  section  39,  so  one  cannot  anticipate  at  this 
stage  whether  a  due  process  challenge  would  become  available.  It 
should  also  be  borne  in  mind  that  procedural  due  process  only 
requires  procedures;  it  does  not  prevent  the  government  from 
infringing  property  interests  once  the  procedures  have  been 
properly  followed. 

V.   Policy  Issues 

The  real  objection  to  section  39  is  not  that  it  confers  too 
much  power  on  the  bank  regulators  —  although  this  charge  is 
itself  not  entirely  fanciful,'*  and  the  existence  of  the  standard 
will  inevitably  provide  examiners  with  more  leverage  —  but  that, 
in  one  sense,  it  takes  away  too  much  of  their  power.  In  other 
words,  the  agency- forcing  provisions  contained  in  section  39, 
requiring  as  they  do  that  the  agency  create  generalized 
safety/soundness  "standards"  applicable  to  the  whole  banking 
industry,  are  designed  to  eliminate  as  far  as  possible  the  highly 
discretionary  judgments  the  agencies  have  hitherto  made  with  regard 
to  individual  depository  institutions.''' 

One  should  not,  of  course,  entirely  discount  the  virtues 
even  to  the  banking  industry  itself  —  of  agency  action  through 
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generalized  standard  setting  (or  "nilemaking"'*)  .  When  it  is 
appropriate  to  treat  large  nvuobers  of  institutions  in  like  fashion, 
for  example,  when  a  particular  practice  is  generally  agreed  by 
responsible  bankers  and  the  regulators  to  be  unsafe  or  unsound, 
then  it  is  both  fair  and  efficient  to  prohibit  that  practice 
through  a  general  standard  or  rule.  It  is  fair  because  the 
standard  gives  all  bankers  advance  notice  of  what  they  may  expect 
from  the  regulators.  The  notice-and-comment  process  whereby  the 
standard  is  promulgated,  and  fact  that  the  agency's  policy  is 
enshrined  in  a  publicly-pronounced  standard,  make  it  easier  to 
evaluate  the  policy  and,  in  the  long  run,  easier  to  change  it  if 
the  policy  proves  to  be  bad.  A  general  standard  is  also  more 
efficient  because  it  broadcasts  the  permissible  scope  of  banking 
activity  to  the  whole  industry  at  once.  Bankers  would  not  have  to 
learn  what  the  regulators  expect  by  watching  the  regulators' 
individual  enforcement  actions  over  an  extended  period  of  time: 
they  know  as  soon  as  the  standard  is  published.^  Rulemaking, 
after  all,  is  an  essential  feature  of  the  Rule  of  Law. 

But  sometimes  one  can  have  too  much  law.  Rulemaking  is  only 
virtuous  where  it  makes  sense.  It  works  where  an  industry  is 
highly  homogenous,  where  the  practices  sought  to  be  proscribed  are 
inappropriate  in  the  majority  of  cases,  where  it  is  clear  that  the 
regulators  are  in  a  better  position  to  determine  what  is  acceptable 
than  are  the  regulated,  and  where  the  standard  or  rule  can  be 
stated  with  enough  clarity  that  it  serves  as  a  meaningful  guide. 
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Where,  instead,  a  rule  applies  woodenly  to  those  who  don't  need  it 
as  well  as  those  who  do,  it  is  overinclusive  and  imposes 
inefficiencies  on  the  former  and,  in  turn,  on  the  economy  as  a 
whole. 

The  congressional  wish-list  of  standards  contained  in  section 
39  betrays  a  very  simplistic  concept  of  banking  regulation.  It 
seems  to  assume  that  with,  enough  attention  and  effort,  regulators 
will  be  able,  in  rules  generally  applicable  to  all  depository 
institutions.  large  or  small.  healthy  or  not.  to  give 
safety/soundness  standards  more  content  than  could  Congress  when  it 
used  terms  such  as  "to  the  extent  feasible,"  "excessive 
compensation,"  and  "material  financial  loss  to  the  institution"  (to 
use  some  of  the  many  vacuous  terms  employed  in  section  39)  . 
Congress,  in  other  words,  seems  to  assume  that  the  problems 
underlying  the  current  state  of  the  banking  industry  —  many  of 
which  (such  as  the  inability  to  branch  nationwide  and  engage 
meaningfully  in  rapidly-changing  financial  services  markets)  it  has 
proven  unable  to  resolve  itself  —  can  somehow  be  resolved 
through  "regulation  by  the  numbers." 

When  one  reviews  the  multitude  of  conflicting  issues  raised 
for  discussion  by  the  regulators  in  their  Joint  Advance  Notice.^ 
it  quickly  becomes  evident  that  any  standards  that  are  eventually 
promulgated  will  have  to  be  riddled  with  exceptions  and 
discretionary  meliorations  if  they  are  to  prove  anything  other  than 
a  set  of  exhortations  that  any  competent  banker  would  already  know. 
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And  if  the  standards  do  contain  numerous  exceptions,  one  might  well 
ask  what  the  point  of  the  original  standard-setting  exercise  was 
anyway?  It  is  therefore  not  surprising  that  the  safety/soundness 
standard-setting  requirements  have  been  strongly  condemned  by 
senior  regulators  at  the  Treasury,^  OCC,^  Fed,®'  and  OTS,®^  as 
well  as  by  prominent  bankers.^  At  the  time  this  report  was 
prepared  the  Congress  had  also  passed  legislation  designed  to  place 
some  limits  on  the  regulators'  power  to  set  executive  compensation 
standards.** 

On  the  other  hand,  bankers  have  reason  to  be  grateful  for  the 
fact  that  it  is  the  banking  agencies,  and  not  Congress  itself,  that 
have  to  formulate  the  safety/soundness  standards.  As  the  agencies' 
Joint  Advance  Notice  indicates,  they  are  more  closely  in  touch  with 
the  practical  exigencies  of,  and  wide  variations  within,  the 
industry,  and  they  appear  somewhat  bewildered  themselves  as  to  how 
they  should  go  zibout  formulating  the  standards.  They  are  likely  to 
provide  a  much  more  sympathetic  and  balanced  atmosphere  in  which 
bankers  can  make  their  case  than  does  Congress  in  its  present  mood, 
and  bankers  should  exploit  this  opportunity  to  the  fullest  extent 
during  the  notice  and  comment  period  for  the  development  of  the 
standards.^ 

VI.   Conclusion 

One  might  be  tempted  to  conclude  that  section  39  is  a 
misguided  effort  by  Congress  to  drive  banking  regulation  from  the 
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back  seat.  Section  39  will  easily  withstand  constitutional 
challenge,  so  the  only  means  of  improving  the  situation  from  the 
industry's  perspective  would  be  its  outright  repeal.  For  as  long 
as  Congress  chooses  not  to  accede  to  this  view,  however,  it  is 
important  for  bankers  to  ensure,  through  full  participation  in  the 
safety/soundness  standard-setting  process,  that  the  banking 
agencies  are  not  left  to  steer  their  regulatory  responsibilities 
with  only  Congress'  rear-view  mirror  as  their  guide! 
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requirements  as  an  unsafe  and  unsound  practice.   International 
Lending  Supervision  Act  of  1983,  Pub.  L.  No.  98-181,  §  908,  97 
Stat.  1280,  12  U.S.C.  §  3907  (1983). 

20.  See  Independent  Bankers  Ass'n  of  America  v.  Heimann,  613 
F.2d  1164,  1168-69  (D.C.  Cir.  1989),  cert,  denied.  449  U.S.  823 
(1990)  . 

21.  Id.  613  F.2d  at  1169  ("Absent  a  clear  congressional 
expression  to  the  contrary,  the  Comptroller  is  entitled  to 
accomplish  his  regulatory  responsibilities  over  'unsafe  and 
unsound'  practices  both  by  cease  and  desist  proceedings  and  by 
rules  defining  and  explicating  the  practices  which  in  his 
discretion  he  finds  threatening  to  a  stcdsle  and  effective 
national  bank  system")  (footnote  omitted) . 

22.  GARTEN,  supra  note  14,  xvi-xvii. 

23.  Financial  Institutions  Reform,  Recovery  and  Enforcement  Act- 
of  1989,  Pub.  L.  No.  101-73,  §  301  (creating  new  §  5(t)  of  the 
Home  Owners  Loan  Act,  12  USC  §  1464 (t)). 

24.  See  GENERAL  ACCOUNTING  OFFICE,  DEPOSIT  INSURANCE t   A 
STRATEGY  FOR  REFORM,  GAO/GGD-91-26  (March  1991)  (Report  to  the 
Chairman,  Committee  on  Banking,  Housing  and  Urban  Affairs,  U.S. 
Senate,  and  the  Chairman,  Committee  on  Banking,  Finance  and  Urban 
Affairs,  House  of  Representatives)  [hereinafter  referred  to  as 
"STRATEGY  FOR  REFORM"]. 

25.  See  GENERAL  ACCOUNTING  OFFICE,  BANK  SUPERVISIOHl   PROMPT  AMD 
FORCEFUL  REGULATORY  ACTIOH8  HEEDED,  GAO/GGD-91-69  (April  1991) 
(Report  to  the  Chairman,  Subcommittee  on  Financial  Institutions 
Supervision,  Regulation  and  Insurance,  Committee  on  Banking, 
Finance  and  Urban  Affairs,  House  of  Representatives) .   The 
methods  employed  in  the  GAO  study  are  somewhat  questionable. 
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See,  e.g.,  the  interchange  between  the  GAO  and  the  agencies 
concerning  the  earlier  draft.   Id.  Appendix  II. 

26.  See  DEPARTMENT  OF  THE  TREASURY,  MODERKIZING  THE  FIHANCIAL 
SYSTEM:   RECOMMENDATIONS  FOR  SAFER,  MORE  COMPETITIVE  BANKS  38-41, 
X-10  -  X-24  (Feb.  1991) . 

27.  See  STRATEGY  FOR  REFORM  6,  61-65. 

28.  Id.  61. 

29.  See,  e.g.,  Richard  S.  Carnell,  Prompt  Corrective  Action 
under  the  FDIC  Improvement  Act  of  1991.  in  PRACTISING  LAW 
INSTITUTE,  LITIGATING  FOR  AND  AGAINST  THE  FDIC  AND  THE  RTC:   1992 
27,  74-75  (Commercial  Law  and  Practice  Course  Handbook  Series 
Number  625)  (1992)  .   (Mr  Carnell  is  Senior  Counsel  to  the  Senate 
Banking  Committee.) 

30.  FDICIA  §  132. 

31.  Id.  §  131. 

32.  Added  by  FDICIA  §  132  and  co'-'fied  at  12  USC  §  1831s. 

33.  For  clarity,  it  is  the  FDI  Act  section  to  which  subsequent 
reference  will  be  made  in  this  article. 

34.  The  standards  must  be  prescribed  by  "regulation."  FDI  Act  § 
39(d).   There  is  no  doubt  that  "regulation"  is  intended  to  mean 
"rule,"  as  this  latter  term  is  defined  under  the  rule  making 
requirements  of  the  Administrative  Procedure  Act,  5  USC  §§  551(4) 
(defining  a  "rule"  to  include  any  agency  statement"of  general  or 
particular  applicability  and  future  effect  designed  to  implement, 
interpret,  or  prescribe  law  or  policy"),  and  553(c)  (requiring 
informal  public  notice-and-comment  procedure  before 
promulgation) .   The  agencies  have  already  indicated  this 
assumption  in  their  Joint  Advance  Notice,  supra  note  5. 

35.  FDI  Act  §  39(a),  12  USC  §  1831s(a) . 

36.  FDI  Act  §  39(b) . 

37.  Id.  §  39(c).   At  the  time  of  writing,  the  Congress  had  just 
passed  the  Housing  and  Community  Development  Act  of  1992,  H.R. 
5334.   Section  956  of  the  Act  amends  section  39(d)  of  the  FDI  Act 
to  prevent  the  regulators  from  prescribing  specific  levels  or 
ranges  of  compensation  in  their  compensation  standards,  although 
it  preserves  the  regulators'  ability,  under  section  38,  to 
restrict  compensation  for  directors,  officers  and  employees  of 
undercapitalized  institutions,  and  it  does  not  affect  the 
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regulators'  powers  under  other  provisions  of  the  FDI  Act  to 
Impose  specific  compensation  restrictions  in  the  case  of 
individual  institutions. 

The  standards  relating  to  compensation  do  not  appear  to  be 
applicable  to  holding  companies.   See  Joint  Advance  Notice,  supra 
note  5,  57  Fed.  Reg.  at  31340  (IV(G));  and  Carnell,  supra  note 
29,  42. 

38.  The  regulations  must  become  effective  by  no  later  than 
December  1,  1993.   FDICIA  §  132(c). 

39.  FDI  Act  §  39(e)(1)(A).   Congress  has  recently  amended  § 
39(e)(1)(A)  to  eliminate  the  requirement  of  a  plan  in  the  case  of 
failure  to  meet  the  compensation  standards  prequired  under  § 
39(c).   Housing  and  Community  Development  Act  of  1992,  §  956(2). 

40.  Id.  §  38,  added  by  FDICIA  §  131.   The  corrective  plan  may, 
however,  be  incorporated  with  a  capital  restoration  plan  where  an 
institution  is  undercapitalized.   FDI  Act  §  39(e)(1)(B). 

41.  Or  sooner,  by  regulation. 

42.  FDI  Act  §  39(e)(1)(C). 

43.  Id.  §  39(e) (2). 

44.  Id.  §  39(e) (3). 

45.  FDI  Act  §  8(1) (1)  &  (2) (A) (11),  as  amended  by  the  Housing 
and  Community  Development  Act  of  1992,  §  1603(d)(3)(A) 
(enforcement),  §  1603(d)(4)  (civil  penalties). 

46.  See  supra  note  5. 

47.  This  conception  of  separation  of  powers  seems  to  have 
underlain  one  of  the  early  Supreme  Court  decisions  Involving  the 
Contract  Clause  in  Article  I,  §  10  of  the  U.S.  Constitution.   See 
LAURENCE  H.  TRIBE,  AMERICAN  CONSTITUTIONAL  LAW  613-15  (2  ed. 
1988) . 

48.  The  non-delegation  doctrine  has  only  been  applied  by  the 
U.S.  Supreme  Court  in  three  early  cases,  and  in  only  two  of  those 
cases  was  it  held  that  power  had  unconstitutionally  been 
delegated  to  the  executive  branch.   See  Panama  Refining  Co.  v. 
Ryan,  293  U.S.  388  (1935)  (declaring  unconstitutional  a  provision 
in  the  New  Deal  National  Industrial  Recovery  Act  ("NIRA")  that 
authorized  the  President  to  prevent  the  Interstate  transportation 
of  "hot  oil") ;  A.L.A.  Schechter  Poultry  Corp.  v.  United  States, 
295  U.S.  495  (1935)  (declaring  unconstitutional  another  provision 
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of  NIRA  that  allowed  the  President  to  approve  codes  of  "fair 
competition"  for  an  industry);  Carter  v.  Carter  Coal  Co.,  298 
U.S.  238  (1936)  (federal  statute  unconstitutional  because  it 
delegated  governmental  power  to  private  parties) .   Although  lip 
service  is  still  given  to  the  doctrine,  and  the  cases  cited  have 
never  been  overruled,  it  would  require  a  very  extreme  case  for 
the  Court  to  invoke  this  doctrine  as  the  basis  for  declaring  a 
statute  unconstitutional.   See  generally,  e.g.,  RICHARD  J. 
PIERCE,  SIDNEY  A.  SHAPIRO  &  PAUL  R.  VERKUIL,  ADHIMI8TRATIVE  LAW 
AND  PROCESS  54-55  (2  ed.  1992);  PETER  L.  STRAUSS,  AN  INTRODDCTIOH 
TO  ADMINISTRATIVE  JUSTICE  IN  THE  UNITED  STATES  20-23  (1989). 

49.  See,  e.g.,  Touby  v.  United  States,  111  S.  Ct.  1752,  1755-58 
(1991)  (explaining  the  Court's  "intelligible  principle" 
doctrine) . 

50.  See  Mistretta  v.  United  States,  488  U.S.  361  (1989) 
(upholding  the  delegation  of  power  to  the  U.S.  Sentencing 
Commission  to  formulate  sentencing  guidelines) . 

51.  In  Mistretta.  the  Court  demonstrated  a  current  clear 
reluctance  to  uphold  constitutional  attacks  on  legislation  based 
on  the  non-delegation  doctrine.   For  discussion,  see,  e.g., 
PIERCE,  SHAPIRO  &  VERKUIL,  supra  note  48,  55. 

52.  332  U.S.  245  (1947). 

53.  See  also  Farmers  State  Bank,  Kanawha  v.  Bernau,  433  N.W.  2d 
734,  741  (Iowa  1988) . 

54.  The  real  problem  is,  of  course,  that  section  132  constitutes 
a  typical  example  of  congressional  smoke  blowing:   the  section  is 
full  of  detail,  which  creates  the  illusion  that  Congress  has 
charged  the  agencies  with  concrete  duties  to  correct  the  problems 
of  safety  and  soundness,  but  in  reality  the  detail  is  an 
embroglio  of  grand  aspirations  and  contradictory 
responsibilities.   About  a  decade  ago,  the  Supreme  Court  seemed 
to  indicate  that  it  was  going  to  use  the  non-delegation  doctrine 
as  a  means  of  forcing  Congress  to  enact  more  coherent 
legislation,  but  more  recently  it  seems  to  have  abandoned  that 
strategy.   See,  e.g.,  PIERCE,  SHAPIRO  &  VERKUIL,  supra  note  48, 
53-54. 

55.  See,  e.g.,  Lucas  v.  South  Carolina  Coastal  Council,  112  S. 
Ct.  2886  (1992) ;  Pennsylvania  Coal  Co.  v.  Hahon,  260  U.S.  393, 
415  (1922)  ("while  property  may  be  regulated  to  a  certain  extent, 
if  regulation  goes  too  far  it  will  be  recognized  as  a  taking") . 
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56.  Compare,  e.g.,  Transohio  Savings  Bank  v.  Director,  Office  of 
Thrift  Supervision,  967  F.2d  598  (D.C.  Cir.  1992)  (government 
cannot  contract  away  the  sovereign  power  of  Congress  to  change 
the  terms  of  agreements  to  which  insured  depository  institutions 
are  subject) ;  and  Statesman  Savings  Holding  Corp.  v.  United 

States,  _  CI.  Ct.  ,  1992  WL  174109  (Cl.  Ct.  1992)  (even  if 

Congress  can  impinge  upon  existing  contracts,  where  the  contracts 
create  unambiguous  rights,  compensation  must  be  paid  for  the 
"taking"  that  the  breach  involves) . 

57.  See  Kaiser  Aetna  v.  United  States,  444  U.S.  164,  175  (1979); 
and,  in  the  context  of  banks  and  thrifts,  California  Housing 
Securities  v.  United  States,  959  F.2d  955  (Fed.  Cir.  1992), 
petition  for  cert,  filed.  61  U.S.L.W.  3083  (7/22/92);  Golden 
Pacific  Bancorp  v.  United  States,  25  Cl.  Ct.  768  (1992);  American 
Continental  Corp.  v.  United  States,  22  Cl.  Ct.  692  (1991). 

58.  Even  under  the  Supreme  Court's  recent,  most  favorable 
decision  for  those  who  seek  to  rely  on  the  Takings  Clause  for 
compensation,  Lucas  v.  South  Carolina  Coastal  Council,  112  S.  Ct. 
2886  (1992),  federally-insured  depository  institutions  would  not 
succeed  because  they  would  have  to  acknowledge  that  they 
"necessarily  expect[]  the  uses  of  [their]  property  to  be 
restricted,  from  time  to  time,  by  various  measures  newly  enacted 
by  the  State  in  legitimate  exercise  of  its  police  powers;  '[a]s 
long  recognized,  some  values  are  enjoyed  under  an  implied 
limitation  and  must  yield  to  the  police  power.'"  Id.  2899 
(quoting  from  Pennsylvania  Coal  Co.  v.  Mahon,  260  U.S.  393,  413 
(1922)) . 

59.  On  the  "reasonable,  investment-backed  expectations"  element 
of  the  Kaiser  Aetna  compensation  test  (see  supra  text 
accompanying  note  57),  see  most  recently  Justice  Kennedy's 
concurrence  in  Lucas  v.  South  Carolina  Coastal  Council,  112  S. 
Ct.  2886,  2903  (1992). 

60.  Fahey  v.  Mallonnee,  332  U.S.  245,  250  (1947). 

61.  Loretto  v.  Teleprompter  Manhattan  CATV  Corp.,  458  U.S.  419, 
441  (1982). 

62.  The  Contracts  Clause  of  Article  I,  §  10,  applies  only  to  the 
States,  but  the  Supreme  Court  has  at  times  seemed  to  regard  its 
substance  as  applicable  against  the  federal  government  as  a 
matter  of  due  process.   See  Lynch  v.  United  States,  292  U.S.  717, 
733  (1934) .   As  will  be  discussed  below,  however,  the  Clause's 
"due  process"  applicability  against  the  federal  government  is 
considerably  weaker  and,  in  any  event,  would  not  avail  the 
banking  industry. 
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63.   See  generally,  e.g.,  TRIBE,  supra  note  47,  567-86 
(describing  the  rise  and  fall  of  the  economic  sxibstantive  due 
process  era) . 


64.  See,  e.g.,  Williamson  v.  Lee  Optical  Co., 
(1955) ;  United  States  v.  Carolene  Products  Co. 
(1938)  . 


348  U.S.  483 
304  U.S.  144 


65.   Though  spare  in  its  explanation  of  the  need  for  section  39, 
the  legislative  history  clearly  indicates  a  reliance  upon  the 
views  of  the  General  Accounting  Office  and  others  suggesting  the 
need  for  tighter  regulation  over  the  safety/soundness  standards 
that  should  be  observed  by  the  banking  industry.   COMPREHENSIVE 
DEPOSIT  INSURANCE  REFORM  AND  TAXPAYER  PROTECTION  ACT  OF  1991, 
REPORT  OF  THE  U.S.  SEN.  COMMITTEE  ON  BANKING,  HOUSING,  AND  URBAN 
AFFAIRS  (to  accompany  S.  543),  102d  Cong.,  1st  Sess.  38  and  32-43 
(1991) .   Whether  Congress  chose  the  appropriate  means  to  deal 
with  the  problem  is  irrelevant  to  the  question  of  whether  the 
legislation  is  constitutionally-sustainable. 


66. 


See  the  cases  cited  supra  in  note  56. 


67.  See  Home  Building  &  Loan  Ass'n  v.  Blaisdell,  290  U.S.  398, 
435  (1934).   Although  the  Court  has  been  prepared  to  apply  the 
Contract  Clause  on  a  few  occasions  since  Blaisdell,  it  is 
unlikely  that  it  would  find  legislation  such  as  that  contained  in 
section  132  to  be  so  "oppressive  and  unnecessary"  an  impairment 
of  bankers'  compensation  contracts  as  to  render  the  provision 
unconstitutional  on  that  count.   Compare  TRIBE,  supra  note  47, 
616-17. 

68.  See,  e.g..  Pension  Benefit  Guaranty  Corp.  v.  R.  A.  Gray  & 
Co.,  467  U.S.  717,  733  (1984). 

69.  See  TRIBE,  supra  note  47,  617. 

70.  Bi-Metallic  Investment  Co.  v.  State  Board  of  Equalization, 
239  U.S.  441  (1915) . 

71.  FDICIA  §  132(b) . 

72.  5  U.S.C.  §  553;  and  see  supra  note  34. 

73.  See  supra,  text  accompanying  notes  58-61  (considering 
whether  banks  and  bankers  would  be  considered  to  possess 
constitutionally-protected  "liberty"  or  "property"  interests  for 
Fifth  Amendment  purposes) . 
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74.  One  disturbing  feature  of  the  whole  prompt  corrective  action 
structure,  including  both  sections  38  and  39  of  the  FDI  Act,  is 
the  lack  of  clarity  provided  by  those  sections  as  to  when  prompt 
corrective  action  or  safety/soundness  standards  might  be  used  in 
place  of  the  formal  enforcement  powers  relating  to  safety  and 
soundness  that  are  available  under  the  FDI  Act  §  8,  12  USC  § 
1818.   Sections  38  and  39  contain  far  less  procedural  safeguards 
than  are  provided  for  under  section  8,  yet  is  appears  that  the 
banking  agencies  will  often  be  eible  to  take  action  more  directly 
by  proceeding  under  the  former  provisions.   For  example,  conduct 
that  might  well  be  adjudicated  as  safe  in  a  formal  enforcement 
action  could  be  vaguely  proscribed  as  unsafe  or  unsound  under  a 
section  39  safety/soundness  standard;  an  institution  that  then 
"failed  to  meet"  that  standard  would  find  itself  subject,  without 
further  adjudication,  to  the  implemtation  orders  described 
earlier.   See  supra  text  accompanying  notes  4  0-45. 

75.  It  should  be  borne  in  mind  that  section  39  does  not  actually 
reduce  the  agencies'  existing  power  to  take  individualized, 
safety/soundness  action  against  particular  institutions.   In  this 
respect,  their  power  remains  undiminished.   But  precisely  because 
of  the  highly  discretionary  nature  of  the  safety/soundness 
judgment,  it  has  often  been  the  case  in  the  past  that  the 
agencies  have  decided  not  to  act  against  an  institution  —  for 
example,  where  a  practice  that  might  be  dangerous  for  some 
institutions  is,  given  the  particular  circumstances,  quite  safe 
for  the  particular  institution  in  question.   To  this  extent, 
section  39 's  requirement  that  the  agencies  adopt  general 
standards  constitutes  a  reduction  of  their  power. 

76.  The  standards  must  be  implemented  through  "regulations"  or 
"rules."   See  supra  note  34,  and  text  accompanying  notes  71-72. 

77.  For  a  general  disquisition  on  the  virtues  of  agency 
rulemaking  over  ad  hoc  discretionary  decision  making,  see,  e.g., 
National  Petroleum  Refiners  Ass'n  v.  Federal  Trade  Commission, 
482  F.2d  672  (D.C.  Cir.  1973),  cert,  denied.  415  U.S.  915  (1974). 
In  the  specific  context  of  safety/soundness  regulation,  see 
Independent  Bankers  Ass'n  of  America  v.  Heimann,  613  F.2d  1164, 
1169  (D.C.  Cir.  1979),  cert,  denied.  449  U.S.  823  (1980). 

78.  See  supra  note  5. 

79.  See  Economy  Should  Reach  2.5  or  3  Percent  Growth .  Robson 
Tells  Thrift  Trade  Group.  BNA  Banking  Daily,  June  24,  1992;  and 
Treasury  Aide  Blasts  Rule  on  Executive  Pay.  Am.  Banker,  June  23, 
1992,  at  2  (reporting  views  of  Treasury  Deputy  Secretary  John 
Robson  condemning  the  "regulatory  excess"  represented  by 
provisions  such  as  section  39) . 
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80.  See,  e.g.,  FDICIA  Puts  Recmlators  Between  a  Rock  and  a  Hard 
Place.  Says  OCC^s  Steinbrink.  2(26)  FDIC  WATCH  5  (July  6,  1992), 
2(27)  id.  5  (July  13,  1992)  (reporting  the  text  of  a  speech  by 
Acting  Comptroller  of  the  Currency,  Steven  Steinbrink  to  Women  in 
Housing,  Inc.  Condition  of  Banking  System  Improving.  Though  Risks 
Linger  and  Future  Unclear.  SNA  Banking  Daily,  June  11,  1992 
(reporting  on  testimony  by  Acting  Comptroller  Steinbrink,  before 
the  Senate  Banking  Committee  on  June  10,  1992) ;  Bankers. 
Regulators  Agree;  Blame  Belongs  to  Congress.  2(29)  FDIC  WATCH  1 
(Aug.  10,  1992)  (reporting,  inter  alia,  on  views  expressed  by  the 
OCC's  chief  national  bank  examiner) . 

81.  See,  e.g..  Statement  by  John  P.  LaWare.  Member.  Board  of 
Governors  of  the  Federal  reserve  System,  before  the  Subcommittee 
on  Banking.  Finance  and  Urban  Affairs.  U.S.  House  of 
Representatives.  June  23.  1992.  78  Fed.  Reserve  Bull.  607  (Aug. 
1992)  (objecting  to  the  need  for  detailed  regulations  on 
safety/soundness  issues) ;  Statement  by  John  P.  LaWare.  Member ^ 
Board  of  Governors  of  the  Federal  Reserve  System,  before  the 
Committee  on  Banking.  Housing  and  Urban  Affairs.  U.S.  Senate. 
June  10.  1992.  id.  597  (criticizing  Congress'  "shotgun  approach" 
to  bank  regulation) . 

82.  See  Bankers.  Regulators  Agree:  ....  supra  note  80  (reporting 
views  expressed  by  the  Deputy  Director  for  Regional  Operations  in 
the  Office  of  Thrift  Supervision,  to  the  effect  that  Congress  may 
have  prescribed  an  "impossible  task") . 

83.  See,  e.g..  Bankers.  Regulators  Agree:  ...,  supra  note  80; 
Regulators.  Banking  Panel  Members  Fault  FDICIA' s  Regulatory 
Burden;  Urge  Changes.  BNA  Banking  Daily,  June  24,  1992  (reporting 
views  of  representatives  of  the  American  Bankers  Association  and 
the  Independent  Bankers  Association  of  America  calling  for  the 
scrapping  of  major  portions  of  FDICIA) . 

84.  See  supra  note  37. 

85.  The  comment  period  for  the  Joint  Advance  Notice  expired  on 
September  14,  1992,  but  the  agencies  will  still  have  to  publish  a 
notice  of  proposed  rulemaking  and  permit  a  comment  period 
thereafter.   Cf.  also  Eugene  M.  Katz,  New  Era  of  Bank  Regulation 
on  the  Way.  Am.  Banker,  Sept.  16,  1992,  at  4  (emphasizing  the 
importance  of  industry  input  in  the  regulators'  standard-setting 
decisions) . 
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I.  Introduction 

Would  you  buy  a  used  S&L  from  the  government?  In  the  1980s, 
many  investors  did  J  Most  have  regretted  it.  When  the  government 
changed  the  rules  on  accounting  for  these  acquisitions  in  1989, 
investors  who  had  been  induced  to  take  the  basket  cases  of  the 
industry  off  the  government's  hands  were  left  holding  the  bag  of 
liabilities  the  government  had  unloaded  on  them,  but  without  the 
offsetting  asset  they  had  been  contractually  assured  could  be  used 
to  balance  out  those  liabilities — the  use  and  gradual  eunortization 
of  acquired  goodwill  as  capital. 

A  thrift  director  or  officer  at  one  of  the  many  healthier 
thrifts  which  were  solicited  by  government  regulators  to  take  the 
failed  thrifts  of  the  eighties  off  the  government's  hands  could  be 
forgiven  if  he  finds  himself  frustrated  today.  He  may  be  in  the 
unenvieible  position  of  having  to  explain  to  government  regulators 
investigating  the  failure  of  his  own  thrift  why  he  made  the  mistake 
of  trusting  the  government's  contractual  promises  in  the  eighties. 
Because  quite  a  few  of  the  acquirors  have  themselves  become 
insolvent  in  the  wake  of  the  government's  reneging  on  its 
assurances,  the  regulators  are  looking  for  deep  pockets.  Although 
in  some  cases  there  is  undoubtedly  a  fair  eunount  of  blame  to  be 
assigned  that  has  nothing  to  do  with  the  government's  goodwill 
agreements,  in  other  cases  the  finger  points  squarely  back  at  the 
government.  But  the  government's  litigation  position  in  the 
goodwill  cases  is,  in  essence,   that  the  acquiring  thrifts  and 
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thrift  investors  should  have  known  better  than  to  trust  the 
government  to  keep  its  end  of  the  bargain. 

Some  of  the  most  intensely  litigated  issues  spawned  by  the 
enactment  of  FIRREA^  in  1989  have  arisen  from  the  treatment  of  the 
"supervisory"  goodwill  created  in  government-assisted  acquisitions 
and  mergers  of  failing  S&Ls.  Because  FZRREA  required  that  goodwill 
be  phased  out  as  a  component  of  regulatory  capital,  surviving 
thrifts  that  had  obtained  their  supervisory  goodwill  by  agreeing 
with  regulators  to  acquire  failed  or  failing  institutions  cried 
"foul."  Arguing  that  government  regulators  had  breached  express 
contractual  commitments  to  recognize  supervisory  goodwill  as 
regulatory  capital  amortizable  over  extended,  negotiated  periods, 
many  sought  immediate  injunctive  or  other  equitable  relief  in  the 
federal  district  courts.  They  argued  that  ambiguities  in  FIRREA 
did  not  allow  the  statute  to  be  read  to  override  their  express 
contractual  rights.  Others  sought  compensation  or  restitution, 
primarily  in  the  United  States  Court  of  Federal  Claims,  arguing 
that,  even  if  FIRREA  could  be  fairly  interpreted  to  override  their 
contracts,  federal  common  law  and  the  fifth  amendment  required 
compensation  for  breach  of  contract  and  taking  of  property  rights. 

This  paper  examines  the  legal  principles  that  apply  to  the 
government's  abrogation  of  goodwill  agreements.  The  paper 
concludes — contrary  to  the  initial  few  decisions  from  federal 
appellate  courts — that  the  government  cannot  breach  its  goodwill 
agreements  without  incurring  legal  consequences,  even  if  the  breach 
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is  legislatively  authorized  or  legislatively  mandated.  It  further 
concludes  that  the  fifth  amendment  requires  just  compensation  for 
the  taking  of  thrifts'  and  thrift  investors'  contract  rights. 

The  paper  argues  that  the  government's  initial  appellate 
litigation  successes  owe  much  to  its  ability,  thus  far,  to  obscure 
the  government's  primary  role  in  the  goodwill  agreements  as  a 
commercial  actor  entering  contractual  arrangements  for  its  own 
financial  gain.  Instead,  the  government  has  been  able  to  focus 
attention  solely  on  the  government's  regulatory  role  and  its 
regulatory  powers.  But,  in  the  goodwill  agreements  at  issue  here, 
any  "regulatory"  actions  by  the  government  were  secondary.  They 
served  a  purely  commercial  purpose  as  contractual  consideration, 
and  their  "regulatory"  character  was  incidental  to  their  function 
as  contractual  quid  pro  quo.  The  consequences  of  breach, 
therefore,  should  be  assessed  by  reference  to  the  primary  character 
of  the  government's  activity,  not  by  reference  to  its  post  hoc 
portrayal  of  these  commercial  contracts  as  the  execution  of 
regulatory  policy. 

II.  Supervisory  Goodwill  and  FIRREA;  A  Change  in  Government  Policy 

In  the  early  1980s,  FSLIC^  confronted  the  intractable  problem 
of  accelerating  S&L  failures  and  limited  deposit  insurance  funds. 
FSLIC  and  its  operating  head,  the  FHLBB,*  quickly  recognized  that 
they  could  not  possibly  meet  their  deposit  Insurance  obligations  if 
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all  weak  thrifts  were  allowed  to  fall.  Dick  Pratt,  President 
Reagan's  appointee  to  chair  the  FHLBB  in  1981,  knew  that  he  needed 
to  find  and  promote  non-cash  solutions  to  accelerating  S&L 
insolvency  problems.  As  he  has  testified  before  Congress,  the 
administration  "realized  that  the  savings  and  loan  industry  was  in 
a  life-threatening  crisis"  as  a  result  of  unprecedented  high 
prevailing  interest  rates,  competition  from  money  market  funds,  and 
portfolios  of  long-term  fixed-rate  mortgages. ^ 

The  Reagan  administration  and  its  regulators  decided  to  enlist 
private  sector  investment  to  help  bail  the  government  out  of  its 
deposit  insurance  obligations.  Instead  of  appointing  receivers  and 
conservators  to  take  over  insolvent  S&Ls,  the  FHLBB  sought  out 
healthier  thrifts  and  other  private  investors  to  take  them  over  and 
to  try  to  nurse  them  back  to  health.  But  here  too  the  FHLBB  was 
faced  with  a  problem:  How  could  it  induce  a  healthy  S&L  or  other 
investor  to  take  on  the  liabilities  of  a  failed  S&L?  It  was 
precisely  those  liabilities  that  the  government  itself  was  seeking 
to  avoid.  If  the  government  had  been  in  a  position  to  provide 
something  of  equal  and  offsetting  value,  such  as  cash  or  notes,  it 
could  just  as  well  have  accepted  the  liabilities  itself,  and  paid 
them  out  of  its  deposit  insurance  fxind.  But  if  the  government  had 
had  sufficient  funds  to  do  that,  it  would  have  had  no  need  for  the 
involvement  of  intermediaries  such  as  the  investors  it  sought  out. 

The  government's  solution  to  its  problem  was  deceptively 
simple.  The  regulators  promised  S&L  acquirors  that  they  could  book 
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the  excess  of  the  failing  S&L's  liabilities  over  assets  as 
"supervisory  goodwill,"  an  accounting  entry  that,  they  promised, 
would  be  recognized  as  capital  for  regulatory  purposes,  and  which 
could  be  cunortized  gradually  over  many  years  (typically  thirty  to 
forty,  depending  on  what  was  negotiated) . 

Thus,  instead  of  providing  something  of  value  that  cost  the 
government  the  face  amount  of  its  value — like  cash  or  notes — the 
government  provided  something  of  value  that  cost  it  nothing: 
supervisory  goodwill  that  could  be  used  to  meet  the  acquiring 
thrift's  regulatory  capital  requirements.  Of  course,  the  goodwill 
retained  its  value  only  so  long  as  the  government  continued  to 
recognize  it  as  capital  for  regulatory  purposes. 

Under  the  purchase  method  of  accounting  for  the  acquisition  of 
a  failed  thrift  by  a  healthy  thrift,  the  difference  in  value 
between  the  failing  S&L's  marked-to-market  assets  (its  loans)  and 
its  lieUailities  (its  deposits)  was  offset  by  an  equivalent  eunount 
of  goodwill  on  the  acquiror's  books.  For  example,  if  "Failing"  S&L 
had  a  $400  million  capital  "hole"  because  of  sharp  declines  in  the 
value  of  fixed-rate  mortgages  in  an  escalating  interest  rate 
environment,  the  FSLIC  and  FHLBB  had  three  choices: 

(1)  to  liquidate  Failing  and  pay  $400  million  to  depositors 
after  selling  off  all  of  Failing's  assets;  or 

(2)  to  find  a  healthier  merger  or  acquisition  partner  and 
provide  $400  million  (or  nearly  that  amount)  in  cash  or  notes  to 
fill  most,  if  not  all,  of  Failing's  capital  hole;'  or 
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(3)  to  find  a  healthier  merger  or  acquisition  partner  and 
promise  that  the  $400  million  of  goodwill  resulting  from  purchase 
accounting  could  be  used  as  a  capital  asset  for  regulatory  purposes 
and  amortized  gradually  over  a  long  period. 

Not  surprisingly,  throughout  the  eighties,  regulators  almost 
invariably  chose  to  use  option  three,  because  it  cost  them  nothing. 
They  used  goodwill  in  place  of  cash  or  notes  to  save  FSLIC  enormous 
liquidation  and  insurance  costs  FSLIC  was  obligated  by  law  to 
cover.  In  most  cases,  regulators  entered  into  express,  written 
"assistance  agreements"  with  investors  that  required  the  use  of 
goodwill  in  this  manner,  and  provided  for  long  amortization  periods 
for  the  goodwill. 

No  private  entity  could  have  made  comparable  promises  as  to 
the  regulatory  recognition  of  goodwill  as  capital  and  entered  into 
such  "assistance  agreements."  The  government  took  full  advantage 
of  its  unique  relationship  to  thrifts  as  their  regulator  to  offer 
healthier  thrifts  and  other  thrift  investors  a  deal  that  promoted 
the  government's  own  financial  interest  of  avoiding  the  immediate 
payment  of  its  deposit  insurance  obligations.  Had  the  government 
not  entered  into  these  agreements  and  made  the  promises  on  which 
they  were  based,  the  government's  deposit  insurance  fund  would  have 
required  massive  taxpayer  infusions  in  the  early  eighties  simply  to 
remain  solvent. 

By  using  goodwill  instead  of  cash,  the  federal  government 
effectively  transformed  its  immediate  obligations  to  depositors — 
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which  were  payable  in  cash —  into  an  intangible  asset  on  the  books 
of  acquiring  institutions — where  they  were  no  longer  payable  at 
all,  at  least  not  by  the  federal  government. 

None  of  this  would  be  remarkable  or  particularly  noteworthy, 
were  it  not  for  FIRREA.  But  when  the  legislators  passed  FIRREA  in 
1989,  they  took  back  what  the  federal  regulators  had  promised  their 
contracting  partners:  the  right  to  use  goodwill  as  capital.  After 
FIRREA,  those  S&Ls  which  had  acquired  failing  S&Ls  pursuant  to 
government-sponsored  deals,  and  were  still  carrying  and  gradually 
amortizing  goodwill  as  part  of  their  regulatory  capital,  had  to 
write  it  off.' 

III.   Applicable  Legal  Principles 

Few  would  argue  with  the  general  proposition  that  the 
government  has  a  right  to  change  its  mind,  to  modify  or  adopt  new 
regulatory  policies  when  they  are  believed  to  be  in  the  nation's 
best  interest.  But  to  take  back  something  of  value  that  was 
exchanged  for  something  else  of  value  requires  that  some  form  of 
recompense  be  paid.  Although  the  government  may  legislatively 
repudiate  its  prior  policy,  it  is  not  free  to  breach  its  contract 
obligations  to  its  partners  without  incurring  legal  consequences. 
The  government  cannot  have  it  both  ways:  either  the  government  must 
fulfill  its  side  of  the  bargain,  and  continue  to  recognize  goodwill 
as  capital,  as  promised,  or  it  must  compensate  the  holders  of  that 

-   7    - 
o  1993  American  Association  of  Bank  Diiectois  Gastoo 


430 


goodwill  in  the  same  way  as  if  it  had  paid  cash  to  fill  the  capital 
holes  of  the  failing  institutions,  and  were  now  trying  to  take  that 
cash  away. 

But  thus  far,  the  government  has  largely  succeeded  in  staving 
off  judicial  recognition  of  how  it  has  offloaded  FSLIC's  public- 
sector  liabilities  to  private  investors.  With  the  notable 
exception  of  the  United  States  Court  of  Federal  Claims  and  a  number 
of  federal  district  courts  that  were  later  reversed  on  appeal,  most 
of  the  courts  that  have  heard  claims  from  investors  arising  from 
the  abrogation  of  their  goodwill  agreements  have  been  inhospitable 
to  the  claims.' 

It  is  the  author's  view  that  these  decisions  are  wrong. 
Setting  aside  for  the  moment  the  government's  arg\iments  based  on 
the  specific  circumstances  of  some  individual  cases,  its  more 
general  argument  that  it  can  legislatively  rescind  prior 
contractual  commitments  for  which  value  has  already  been  received, 
without  legal  consequences,  is  without  merit.  Although  the 
government  has  thus  far  succeeded  in  convincing  the  appellate 
courts  to  view  the  matter  as  involving  primarily  an  application  of 
administrative  law  and  regulatory  principles,  simple  contract  law 
and  fundamental  constitutional  principles  require  a  contrary 
result. 

A.   The  Government's  Arcrument 
In  all  of  the  many  goodwill  cases  where  the  facts  demonstrate 
contractual  undertakings  by  the  FHLBB  and  the  FSLIC  with  respect  to 
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the  use  and  amortization  of  goodwill  as  regulatory  capital,'  the 
government's  argument  for  escaping  liaibility  boils  down  to  a 
strained  interpretation  of  language  in  one  Supreme  Court  decision 
and  a  handful  of  lower  appellate  court  decisions.  The  "principle" 
of  interpretation  derived  by  the  government  from  these  few  cases 
arising  from  very  different  contexts  is  profoundly  disturbing  in 
its  implications  for  those  who  do  business  with  the  government.  In 
the  words  of  the  government's  brief  in  a  leading  goodwill  appeal, 
"a  contract  purporting  to  bar  changes  by  Congress  must  be 
unequivocally  expressed  in  order  even  possibly  to  be  cognizable."^" 
In  other  words,  in  order  for  a  private  party  even  to  hope  to 
enforce  a  binding  contract  with  the  government  in  the  face  of 
subsequent  legislative  modification  of  that  contract,  he  must  have 
obtained,  in  the  contract  itself,  a  clear  and  unequivocally 
expressed  undertaking  by  the  government  that  the  contract  is 
insulated  from  such  future  legislative  modification. 

But  even  for  those  few  souls  who  may  have  been  prescient 
enough  to  obtain  such  express  guarantees  from  FHLBB  or  FSLIC,  there 
is  no  real  hope,  according  to  the  government.  Why?  Because,  if 
FHLBB  or  FSLIC  did  in  fact  purport  to  provide  such  contractual 
guarantees  against  future  legislative  modification,  they  were 
acting  outside  the  scope  of  their  delegated  authority.  In  the 
words  of  the  government,  "Congress  alone  can  surrender  its 
authority,   either  through  an  unmistakably  worded  statute  or 
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possibly  an  explicit  statutory  delegation  to  an  agency  giving  it 
the  power  to  do  so."" 

To  summarize  the  government's  argviment:  A  contractual 
commitment  to  allow  the  use  and  gradual  amortization  of  goodwill  as 
capital  can  be  revoked  by  subsequent  legislation — without  legal 
consequence  to  the  government — so  long  as  there  are  no  express 
guarantees  in  the  contract  itself  barring  such  future  legislative 
revocation.  Further,  even  if  the  contract  contains  such 
guarantees,  they  are  ineffective  unless  Congress  itself  signed  the 
contract  or  expressly  authorized  the  agencies  involved  to  provide 
such  guarantees. 

B.   Flaws  of  the  Government's  Argument 

The  government's  argument  relies  heavily  on  language  drawn 
from  cases  deciding  issues  of  administrative  law  and  applying 
regulatory  principles  in  the  very  different  context  of  defining 
boxindaries  between  private  rights  and  government  prerogatives  with 
respect  to  government-sponsored  programs  dispensing  or  allocating 
public  benefits.  These  cases  involved  matters  such  as  the 
participation  of  state  workers  in  the  federal  social  security 
system  and  the  allocation  of  water  rights  pursuant  to  federal 
programs.  ^^  None  of  these  cases  involved  an  exchange  of 
contractual  consideration  that  inured  to  the  financial  benefit  of 
the  government.  But  the  government  has  argued  that  the  edsrogatlon 
of  goodwill  agreements  is  subject  to  the  same  legal  principles  that 
were  developed  to  deal  with  issues  arising  from  the  need  to  define 
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the  subtle  boundary  between  public  and  private  activity  pursued  in 
furtherance  of  public  welfare  progreuns  of  the  modem  administrative 
state.  In  this  vein,  the  government  has  emphasized  the  heavily 
regulated  nature  of  the  financial  services  industry  generally,  and 
of  S&Ls  in  particular.  The  government  has  also  argued  that  FIRREA 
was  a  comprehensive  and  broad  based  piece  of  legislation  designed 
to  address  the  regulatory  shortcomings  of  the  eighties,  including 
the  use  of  inflated  or  intangible  assets — such  as  goodwill — as 
capital. 

But  the  government's  arg\ament  ignores  the  determinative 
difference  between  the  goodwill  cases  and  the  cases  on  which  it 
relies  dealing  with  federal  programs  such  as  social  security  and 
water  rights.  The  goodwill  cases  arise  from  a  situation  where  the 
government  was  acting  primarily — indeed,  virtually  exclusively — in 
its  capacity  as  a  commercial  entity,  exchanging  very  real  and 
immediate  financial  benefits  with  its  contracting  partners.  The 
direct  financial  benefit  it  received  by  entering  into  these 
contracts  was  immediate  relief  from  the  liabilities  of  the  failed 
and  failing  S&Ls  it  induced  investors  to  acquire.  The  FSLIC  was 
immediately  enriched  by  the  exact  amount  of  the  deposit  insurance 
liability  it  would  have  had  to  otherwise  pay  to  depositors  of 
failed  thrifts,  as  well  as  the  other  costs  involved  in 
administering  the  sale  and  liquidation  of  assets  of  those  thrifts. 

The  benefit  the  government  chose  to  give  investors  in  exchange 
for  their  agreement  to  relieve  it  of  its  lieOsilities  for  failed 
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thrifts  was  only  incidentally  of  a  regulatory  nature,  and  only 
happened  to  be  regulatory  because  it  was  the  option  that  cost  the 
government  nothing.  That  benefit  was  a  promise  to  recognize 
goodwill  as  capital  —  a  promise  that  took  the  place  of  cash,  or 
notes,  or  some  other  benefit  of  equivalent  value.  That  promise 
was  no  less  valuable  as  contractual  consideration  than  the  cash  or 
treasury  obligations  it  replaced.  Its  nature  as  a  "regulatory" 
action  was  merely  incidental  to,  and  in  this  context  wholly 
subordinate  to,  its  primary  function  as  commercial  quid  pro  quo. 
Indeed,  it  was  only  because  the  government  was  uniquely  positioned 
to  use  its  dual  status  as  both  a  commercial  contracting  partner  and 
as  a  regulator  that  it  could  offer  its  contracting  parties  a  deal 
that  cost  it  nothing  at  the  time.  Unlike  the  cash  or  notes  it 
replaced,  the  government's  promise  to  recognize  goodwill  as  capital 
was  free. 

Today,  the  government  seeks  to  use  the  same  unique  dual  status 
that  allowed  it  to  contract  with  investors  at  virtually  no  economic 
cost  to  itself  to  undo  the  contracts  without  incurring  any  legal 
liability.  Today,  the  government  argues  that  its  regulatory  role 
allows  it  to  escape  the  obligations  it  entered  into  in  its 
commercial  role  for  financial  gain.  But  elementary  contract-law 
and  constitutional  principles  do  not  allow  the  government  to 
escape  its  contract  obligations  merely  by  changing  into  regulatory 
clothes. 


-  12  - 

0 1993  American  Association  of  Bank  Directors  Gaston 


435 


As  a  general  matter,  the  law  does  not  treat  the  government's 
breach  of  its  commercial  contracts  differently  than  any  other 
contracting  party's  breach.  The  authority  to  enter  into  binding 
contracts  is  itself  an  attribute  of  sovereignty,  and  our 
constitutional  guarantees  insure  that  the  government  gains  no 
advantage,  in  the  eyes  of  the  law,  merely  because  a  breach  of 
contract  is  legislatively  accomplished. 

Investors  rely  on  well-estadalished  lines  of  authority  holding 
that  the  government,  when  it  enters  into  contract  relations,  is 
generally  treated  like  any  other  contracting  party;"  that  the 
government  cannot  merely  repudiate  its  contract  obligation  without 
incurring  legal  consequences,  even  if  a  law  is  enacted  to  do  so;^* 
and  that  contract  rights  are  property  protected  by  the  fifth 
amendment . " 

In  these  cases,  the  government  received  a  benefit  by 
offloading  its  insurance  lieibilities  onto  the  private  sector,  and 
then  it  turned  around  and  repudiated  the  very  commitments  that 
allowed  it  to  receive  that  benefit.  The  government  may  have  the 
power  to  breach  its  contracts,  but  it  does  not  have  the  right  both 
to  keep  the  benefits  aod  to  avoid  legal  consequences  when  it  does 
so.'* 

The  government's  position,  if  adopted,  would  have  the 
anomalous  effect  of  providing  less  protection  for  contract  rights 
under  United  States  law  than  is  provided  under  international  law. 
International  law  has  developed  a  substantial  body  of  precedent 
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dealing  with  conceptually  identical  disputes  between  foreign 

investors   and   state-owned   enterprises   involving   contractual 

commitments,   such   as   oil   or   mineral   concessions.     Under 

international  law,  it  has  long  been  recognized  that  the  passage  of 

legislation  purporting  to  nullify  contract  rights  does  not 

legitimize  expropriation  without  compensation.   In  a  tum-of-the- 

century  arbitration,   for  example,    an  international  tribunal 

squarely  held: 

It  is  abhorrent  to  the  sense  of  justice  to  say 
that  one  party  to  a  contract,  whether  such 
party  be  a  private  individual,  a  monarch,  or  a 
government  of  any  kind,  may  arbitrarily, 
without  hearing  and  without  impartial 
procedure  of  any  sort,  arrogate  the  right  to 
condemn  the  other  party  to  the  contract,  to 
pass  judgment  upon  him  and  his  acts,  and  to 
impose  upon  him  the  extreme  penalty  of 
forfeiture  of  all  his  rights  under  it, 
including  his  property  and  his  investment  of 
capital  made  on  the  faith  of  that  contract.^' 

Of  course,  the  United  States  Constitution  does  provide  more 

protection  for  property  rights  than  does  international  law. 

"Rights  against  the  government  arising  out  of  a  contract  with  it 

are  protected  by  the  Fifth  Amendment. "^^   Thus,  "Congress  cannot 

unmake  contracts  that  have  already  been  made."^' 

IV.   The  Courts'  Decisions  Thus  Far 

In  Transohio  Savings  Bank  v.  Director.  OTS.  967  F.2d  598  (D.C. 
Cir.  1992)  ,  the  United  States  Court  of  Appeals  for  the  D.C. 
Circuit  accepted  the  government's  argximent  that  the  question  of 
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governmental  liability  should  be  answered  by  sole  reference  to  its 
regulatory  role.  Indeed,  the  court  helped  to  develop  and  refine 
the  government's  arg\iments  even  further.  Rejecting  a  thrift 
acquiror's  bid  for  injunctive  relief,  the  D.C.  Circuit  initially 
questioned  the  lower  court's  (and  thus  its  own)  jurisdiction  to 
decide  the  contract  and  constitutional  takings  issues  involved. 
Undeterred  by  its  expressed  jurisdictional  doubts,  however,  the 
Court  went  eihead  to  embrace  the  "rule"  that  a  contract  with  federal 
regulators  could  not  bind  Congress  in  the  absence  of  a  contract 
provision  that  expressly  and  unmistakeibly  purported  to  do  so.  Even 
if  it  contained  such  a  provision,  the  court  reasoned,  such  a 
contract  would  have  been  beyond  the  capacity  of  the  federal 
regulators  involved  and  therefore  unenforceable  as  an  ultra  vires 
act. 

The  Transohio  court  showed  no  appreciation  of  the  very  real 
commercial  quid  pro  quo  exchanged  in  these  transactions.  The  court 
incorrectly  transplanted  doctrines  developed  to  deal  with  questions 
arising  in  the  context  of  administrative-law  disputes  to  the 
commercial  contract-law  context  out  of  which  Transohio  arose. ^ 
In  particular,  the  court  erred  in  failing  to  recognize  the  dual 
status  of  the  federal  agencies  which  contracted  with  Transohio  for 
their  own  commercial  benefit  by  agreeing  to  use  a  regulatory  action 
as  the  consideration  for  Transohio 's  return  performance.  Having 
received  and  enjoyed  the  benefit  of  Transohio' s  performance  as  a 
commercial  contracting  party,  the  government  could  not  then  don  its 
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regulatory  clothes  to  deny  Transohio  the  return  performance  it  had 
promised  without  compensating  Transohio  in  some  fashion. 

The  court's  conclusion  that  Transohio  had  no  constitutionally 
protected  property  interest  in  its  contract  rights  rested  on  its 
view  that  Transohio  had  no  reasonable  expectations  that  regulations 
as  to  capital  requirements  would  not  change  in  a  heavily  regulated 
industry,  and  on  its  special  "rule"  of  construction  that  contracts 
with  the  government  must  contain  provisions  expressly  and 
unmistakably  insulating  them  from  future  legislative  changes  in 
order  even  possibly  to  be  enforceable.  Both  views  demonstrably 
ignore  the  economic  and  commercial  reality  of  the  transactions 
involved.  Transohio  had  a  very  reasonable  expectation  that, 
whatever  changes  in  regulatory  requirements  might  ensue,  the 
regulators  at  least  could  not  take  back  the  principal  item  of  value 
that  made  the  acquisition  possible  for  Transohio,  and  which 
directly  benefited  the  government  by  relieving  it  of  its  immediate 
financial  liability  for  the  acquired  thrift's  net  worth  deficit. 
Similarly,  the  court's  view  that  contracts  with  the  government  are 
implicitly  subject  to  future  legislative  abrogation,  unless 
expressly  by  their  terms  insulated  from  that  contingency,  would 
render  virtually  all  government  contracts  meaningless.  It  would 
put  the  government  on  a  par  with  minors  and  the  insane  in  terms  of 
its  capacity  to  enter  into  binding  contracts.  Such  a  rule  would 
also  cripple  the  government's  ability  to  contract  for  its  own 
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commercial  benefit  in  the  many  situations  where  it  also  has  the 
power  to  exercise  its  regulatory  authority. 

Following  soon  on  the  heels  of  Transohio.  The  Fourth  Circuit 
in  Charter  Federal  Savings  Bank  v.  OTS.  Director.  976  F.2d  203, 
(4th  Cir.  1992),  cert,  denied  61  U.S.L.W.  2218  (March  29,  1993), 
embraced  the  D.C.  Circuit's  view  that  contracts  with  the  government 
must  by  their  terms  be  "unmistakably"  insulated  from  legislative 
change  in  order  for  the  contracting  party  to  have  any  legally 
enforceable  rights  in  the  face  of  subsequent  legislation.  Indeed, 
the  Fourth  Circuit  went  further.  It  reversed  a  district  court's 
holding  that  Charter  Federal  was  entitled  to  rescind  its  contracts 
to  acquire  failing  thrifts,  and  consequently  to  rescind  those 
acquisitions  themselves,  when  the  government  eibrogated  Charter 
Federal's  contract  rights.  The  Charter  Federal  court  held  not  only 
that  the  thrift  could  not  enjoin  the  government  from  enforcing  the 
new  capital  regulations  contrary  to  its  contract,  as  did  Transohio. 
but  also  that  the  hapless  thrift  could  not  even  be  released  from 
its  contract  obligations,  even  though  the  government  had  reneged  on 
its  own. 

This  remarkable  conclusion  was  arrived  at  by  a  two-step 
process.  First,  unlike  the  trial  court,  the  Fourth  Circuit  did  not 
find  sufficient  evidence  of  express  contractual  commitments  by  the 
federal  government  on  the  issue  of  the  use  and  cimortization  of 
goodwill.  Second,  even  assuming  that  implied  contractual 
commitments  existed,  the  Court  found  them  insufficient,  as  a  matter 

-  17  - 

•  1993  Americaa  Assodatioa  of  Bank  Diiecton  Gaston 


440 


of  law,  in  the  absence  of  additional  express  and  unmistakcible 
contract  commitments  purporting  to  insulate  the  contract  from 
future  legislative  change.  As  the  court  put  it,  "where  the  federal 
government  is  a  party  to  a  contract,  courts  should  apply  an 
additional,  special  rule  of  contract  construction" — the 
unmistakability  doctrine. ^^  Like  the  D.C.  Circuit,  the  Fourth 
Circuit  speculated  that  the  acquiring  thrift  either  had  or  at  least 
should  have  factored  in  the  possibility  of  future  legislative  and 
regulatory  change  in  a  heavily  regulated  industry  when  it  made  the 
deal  with  the  government. 

Although  the  opinion  is  somewhat  cryptic  on  this  point,  the 
Fourth  Circuit  presumably  denied  rescission  as  an  appropriate 
remedy  largely  based  on  its  conclusion  that  future  legislative  and 
regulatory  changes  in  a  heavily  regulated  industry  were  not 
unforeseeable,  and  could  have  or  should  have  been  factored  into 
Charter's  considerations  in  entering  into  the  contracts.^ 

Noteible  for  its  courage  and  its  apparently  unique  appreciation 
of  the  commercial  and  economic  realities  of  the  goodwill 
transactions,  the  United  States  Court  of  Federal  Claims  (formerly 
called  the  Claims  Court) ,  has  squarely  held  that  the  government 
cannot  walk  away  from  its  contract  obligations  without  incurring 
legal  consequences.  In  a  case  involving  a  bank  holding  company 
called  Winstar  Corp.,  the  Claims  Court  held  that  the  government 
cannot  escape  its  contract  obligations  merely  by  enacting 
legislation  purporting  to  do  so.  Winstar  Corp.  v.  United  States. 
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25  CI.  Ct.  541  (1992).  Although  Congress  had  the  power  to  enact 
the  1989  legislation  that  took  away  Winstar's  contract  rights,  the 
court  reasoned,  the  government  could  not  legislatively  relieve 
itself  of  the  legal  duty  to  pay  daunages  for  its  breach  of 
contract.  In  essence,  the  Claims  Court  said  that  a  breach  of 
contract  is  no  less  a  breach  even  if  it  is  legislatively 
authorized. 

The  court  relied  on  the  principle  that  the  government  cannot 
shift  the  burden  of  paying  for  its  policies  or  change  of  policies 
to  a  small  class  of  selected  persons — in  this  case,  those  who 
agreed  to  acquire  failed  thrifts.  Relying  on  principles  enunciated 
by  James  Madison,  the  court  noted  that  one  of  the  essential 
purposes  of  government  was  to  protect  the  rights  of  the  individual, 
and  that  one  of  the  most  fundamental  of  those  rights  was  the  right 
to  own  property.  Winstar's  contract  right  was  its  property; 
although  the  government  has  the  power  to  take  property  for  public 
use,  it  cannot  do  so  without  just  compensation. 

The  Winstar  court  also  began  to  develop  at  least  the  outlines 
of  the  constitutional  argument  that  both  the  D.C.  Circuit  and  the 
Fourth  Circuit  ducked.  To  allow  the  government  to  walk  off  with 
the  benefit  of  its  bargain  with  Winstar  and  other  investors,  while 
leaving  them  with  all  the  burdens  exchanged  for  those  benefits, 
would  be  to  allow  an  uncompensated  transfer  of  public  liaibility  to 
the  private  sector.  Offloading  public  lieibility  to  private 
interests  is  the   functional  equivalent  of  the  more  commonplace 

-  19  - 

o  1993  American  Associatioa  of  Bank  Diiecton  Gactoo 


442 


"taking"  of  private  property  for  public  use  for  which  the  fifth 
amendment  requires  compensation.  For  the  purposes  of  the  fifth 
amendment,  there  is  no  theoretical  or  practical  difference  between 
transferring  a  public  liability  to  private  investors — as  here — and 
taking  private  property  for  public  use.  The  fifth  amendment 
requires  just  compensation  in  both  cases. 

As  of  this  writing,  Winstar  is  pending  on  appeal  to  the 
Federal  Circuit,  consolidated  with  two  other  goodwill  cases  also  on 
appeal  from  the  Court  of  Federal  Claims.  Winstar  et  al.  v.  United 
States.  No.  92-5164  (argued  Jan. 6,  1993,  Fed.  Cir.).  However  the 
Federal  Circuit  resolves  the  issues  before  it.  Supreme  Court  review 
is  clearly  warranted.  The  precedents  that  are  being  set  in  the 
goodwill  litigation  will  determine  for  a  long  time  the  boundaries 
of  constitutional  protection  for  the  rights  of  those  who  contract 
with  the  government,  and  will  help  to  define  the  distinctions 
between  the  government's  roles  as  both  a  commercial  business 
partner  and  as  regulator.  The  decisions  resolving  this  clash 
between  contract  rights  and  legislative  power  have  historic 
significance  for  all  who  do  business  with  and  are  regulated  by  the 
government . 

V.   Conclusion 

Investors  who  entered  contracts  with  the  government  to  relieve 
it  of  its  liabilities  for  failed  thrifts  in  the  1980s  must  be 
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compensated  for  'the  government's  svibsequent  breach  of  those 
contracts.  The  government  cannot  legislate  its  contract 
obligations  out  of  existence  without  incurring  legal  consequences. 

ENDNOTES 

1.  Although  in  most  cases  acquiring  thrifts  and  investor  groups 
did  not  literally  "buy"  failing  thrifts  from  the  government,  the 
effect  of  the  transactions  was  exactly  the  seune.   As  is  further 
explained  below,  an  investor  who  agreed  with  government 
regulators  to  take  on  the  excess  lieibilities  of  a  failed  thrift 
institution  relieved  the  government  from  having  to  make  good  on 
the  seune  liedDilities.   Had  the  government  not  been  able  to 
arrange  these  acquisitions,  it  would  have  been  legally  obligated 
to  pay  the  same  liabilities  assumed  by  investors  from  its  deposit 
insurance  fund. 

2.  The  Financial  Institutions  Reform,  Recovery,  and  Enforcement 
Act  of  1989,  Pub.  L.  No.  101-73,  103  Stat.  183  (1989). 

3.  The  Federal  Savings  and  Loan  Insurance  Corporation  ("FSLIC") 
insured  the  deposits  of  all  federal  and  most  state-chartered 
savings  institutions.   After  FIRREA  was  enacted  in  1989,  its 
functions  were  assumed  by  the  Federal  Deposit  Insurance 
Corporation  ("FDIC")  and  the  Savings  Association  Insurance  Fund 
("SAIF")  . 

4.  The  Federal  Home  Loan  Bank  Board  ("FHLBB")  was,  prior  to 
FIRREA,  the  agency  charged  with  regulating  federally  chartered 
thrifts. 

5.  Richard  T.  Pratt,  Statement  Before  U.S.  H.  Rep.  Comm.  on 
Banking,  Finance,  and  Urban  Affairs,  lOlst  Cong.  2d  Sess.  (Oct. 
1,  1990)  at  1-2. 

6.  Absent  the  use  of  supervisory  goodwill  to  offset  the  negative 
net  worth  of  the  acquired  institution,  the  government  would  have 
been  required  to  contribute  tangible  capital  equal  to  most  of 
the  cunount  of  that  negative  net  worth  to  induce  any  acquiror  to 
take  on  those  liadsilities.   Prior  to  the  use  of  goodwill 
agreements,  the  average  historical  cost  to  FSLIC  of  resolving 
troubled  institutions  by  merger  or  acquisition  was  approximately 
70  percent  of  liquidation  cost.   See  Pratt  Statement,  note  5 
supra,  at  60.   The  30  percent  difference  reflected  the  value  to 
acquirors  of  access  to  new  depositors,  markets,  branches  offices 
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and  the  like,  as  well  as  the  savings  to  regulators  of  avoiding 
liquidation  costs. 

7.  FIRREA  allowed  a  gradual  phase-out  period  for  a  portion  of 
the  goodwill.   FIRREA  §  301,  103  Stat.  183,  303-05,  309,  12 
U.S.C.  §  1464(t)(l),  (2),  (3)  and  (9). 

8.  At  the  date  of  this  writing,  five  different  federal  courts 
of  appeal  have  denied  injunctive  relief  sought  by  investors 
primarily  on  the  ground  that  FIRREA  was  not  sufficiently  explicit 
in  overriding  their  pre-existing  contact  rights.   These  courts 
have  held  that  the  legislative  history  of  FIRREA  demonstrates 
Congressional  intent  to  override  the  government's  prior 
contractual  assurances  that  supervisory  goodwill  would  be 
recognized  as  regulatory  capital.    Guaranty  Financial  Services. 
Inc.  V.  Ryan.  928  F.2d  994  (11th  Cir.  1991);  Franklin  Federal 
Savings  Bank  v.  Director.  OTS.  927  F.2d  1332  (6th  Cir.),  cert. 
denied,  112  S.  Ct.  370  (1991) ;  Far  West  Federal  Bank  v.  Director. 
OTS.  951  F.  1093  (9th  Cir.  1991) ;  Security  Savings  and  Loan 
Association  v.  Director.  OTS.  960  F.2d  1318  (5th  Cir.  1992); 
Carteret  Savings  Bank  v.  OTS.  963  F.2d  567  (3d  Cir.  1992). 

In  all  of  these  cases,  the  government  was  forced  to  appeal 
from  successful  challenges  by  investors  at  the  district  court 
level.   The  district  courts,  apparently  outraged  by  the  injustice 
suffered  by  investors,  sought  to  provide  prompt  injunctive  relief 
outside  the  jurisdictional  framework  that  restricts  the  United 
States  Court  of  Federal  Claims  from  hearing  claims  for  injunctive 
relief.   However,  these  appellate  courts,  on  close  consideration 
of  the  legislative  history  of  FIRREA,  all  concluded  that  Congress 
was  aware  of,  and  intended  to,  override  any  former  contractual 
assurances.   With  the  notable  exception  of  the  Eleventh  Circuit 
in  the  Guaranty  Financial  case,  the  appellate  courts  deciding  the 
narrow  issue  of  congressional  intent  generally  left  open  the 
question  whether,  assuming  that  Congress  did  mean  to  abrogate 
goodwill  agreements,  it  could  do  so  without  incurring  legal 
consequences  for  the  federal  government. 

This  paper  does  not  challenge  the  narrow  holding  of  these 
decisions  concerning  congressional  intent  in  enacting  FIRREA. 
However,  it  is  a  long  step  from  holding  that  Congress  intended  to 
abrogate  the  pre-existing  goodwill  agreements  to  holding  that  it 
could  do  so  without  incurring  any  legal  consequences. 

But  two  appellate  courts  have  so  held.   Transohio  Savings 
Bank  v.  Director.  OTS.  967  F.2d  598  (D.C.  Cir.  1992);   Charter 
Federal  Savings  Bank  v.  Director.  OTS.  976  F.2d  203   (4th  Cir. 
1992),  cert,  denied,   61  U.S.L.W.  2218   (March  29,  1993).   These 
decisions  are  the  first  at  the  appellate  level  squarely  to 
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address  the  substance  of  the  property  rights  in  dispute  between 
investors  and  the  government. 

9.  The  terms  of  agreement  varied  in  how  expressly  the  government 
contractually  bound  itself  to  recognize  the  use  of  goodwill  as 
capital,  and  the  length  of  the  amortization  periods.   In  some 
cases,  courts  have  held  that  recognition  of  the  intended  use  of 
goodwill  was  an  implied  term  of  the  contracts,  without  which  the 
agreements  would  have  made  no  sense.   E.g.,  Winstar  Corp  v. 
United  States.  21  CI.  Ct.  112  (1990).   In  other  cases,  courts 
have  recognized  the  "goodwill"  term  to  be  incorporated  by 
reference  by  an  "integration  clause"  that  folded  in  other  related 
documents,  such  as  FHLBB  letters  and  resolutions.  E.g.,  Carteret 
Savings  Bank  v.  OTS.  762  F.  Supp.  1159,  1171  (D.N.J.  1991),  rev'd 
on  other  grounds,  Carteret  Savings  Bank  v.  OTS.  963  F.2d  567  (3d 
Cir.  1992) .   And  in  some  cases,  even  where  courts  have  remarked 
on  the  absence  of  clauses  expressly  insulating  the  contracts  from 
future  modification,  they  have  nonetheless  accepted  the  existence 
of  a  contractual  relationship  and  the  mutual  intention  of  the 
parties  to  provide  for  the  agreed-upon  use  and  amortization  of 
goodwill.  Transohio  Savings  Bank  v.  Director.  OTS.  967  F.2d  598, 
at  617-18. 

10.  Brief  of  Appellant  the  United  States,   Winstar  et  al.  v. 
United  States.   No.  92-5164  (Fed.  Cir.,  filed  Sept.  30,  1992),  at 
32. 

11.  Id^  at  39. 

12.  For  example,  relying  on  Bowen  v.  Public  Agencies  Opposed  to 
Social  Security  Entrapment  ("POSSE") .  477  U.S.  41  (1986),  the 
government  has  argued  that  the  thrifts'  contracts  cannot  act  as  a 
waiver  of  Congress'  sovereign  police  power  to  legislate  changes 
in  the  extensive  capital  regulations  applicable  to  all  thrifts. 

Of  course,   thrift  investors  do  not  generally  contend  that 
their  contracts  foreclose  Congress  from  legislating  for  the 
public  good  in  ways  that  affect  those  contract  rights  —  only 
that  if  Congress  does  so,  it  must  pay  just  compensation  for  any 
taking  of  property  rights.   POSSE  is  not  to  the  contrary.   POSSE 
involved  a  provision  in  the  Social  Security  Act  allowing  states 
to  opt  in  to  the  Social  Security  system  voluntarily,  but  with  the 
right  to  withdraw.   Congress  later  made  state  participation 
mandatory,  abrogating  the  withdrawal  right.   The  states  argued 
that  their  "contract  rights"  had  been  taken,  because  the 
mechanism  for  their  opting  in  had  originally  taken  the  form  of 
individual  agreements  entered  into  with  the  federal  government, 
in  accordance  with  the  statutory  authorizing  legislation. 
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However,  both  the  authorizing  statute  and  the  agreements 
with  the  states  included  specific  clauses  permitting  subsequent 
amendments.  Even  more  importantly,  the  putative  "contracts"  at 
issue  were  not  supported  by  consideration.   Thus,  the  Supreme 
Court  held  that  the  agreements  did  not  confer  any  rights  that 
could  not  be  later  modified  or  withheld  by  Congress. 

The  goodwill  contracts,  by  contrast,  were  supported  by 
massive  monetary  consideration  —  the  assumption  of  the 
liedsilities  of  the  failing  thrifts.   And,  unlike  the  agreements 
between  the  states  and  the  federal  government  as  to  state 
participation  in  social  security,  these  agreements  did  not 
involve  administrative  progreuns  that  are  entirely  creatures  of 
federal  legislation  that  expressly  reserved  the  power  of 
modification  to  Congress.   The  goodwill  agreements  were 
commercial  transactions  between  parties  with  strong  business 
motivations.   Both  parties  received  significant  commercial 
benefits  from  the  goodwill  transactions. 

The  government  has  also  relied  on  POSSE  -derivative  cases 
such  as  Peterson  v.  Dent,  of  the  Interior.  899  F.2d  799  (9th 
Cir.),  cert,  denied.  111  S.  Ct.  567  (1990),  which  involved 
statutory  amendments  to  water-rights  agreements  sponsored  by  the 
federal  government.   In  Peterson  and  a  few  other  similar  cases, 
the  appellate  courts  expressly  relied  on  POSSE  to  hold  that 
governmental  agreements  entered  into  in  the  context  of  the 
administration  of  public  welfare  and  similar  administrative 
programs  were  subject  to  legislative  modification.   But  see 
Alpine  Ridae  Group  v.  Kemp.  955  F.2d  1382  (9th  Cir.  1992),  rev'd 
on  other  grounds  sub  nom.  Cisneros  v.  Alpine  Ridae  Group.  61 
U.S.L.W.  4440  (May  3,  1993),  where  the  Ninth  Circuit  went  out  of 
its  way  to  distinguish  POSSE.  Peterson  and  their  progeny  ("The 
owners  here,  however,  have  bargained-for  contract  rights, 
supported  by  independent  consideration") ,  even  in  the  context  of 
a  dispute  regarding  statutory  eunendments  to  housing  assistance 
payment  contracts. 

13.  Sinking  Fund  Cases.  99  U.S.  700,  718  (1879);  Lynch  v.  United 
States .  292  U.  S.  571,  579  (1934). 

14.  Sinking  Fund  Cases.  99  U.S.  at  721;  Larionoff  v.  United 
States.  533  F.  2d  1167  (D.C.Cir.  1976),  affM  on  other  grounds. 
431  U.S.  864  (1977) . 

15.  Lvnch  v.  United  States.   292  U.S.  at  579. 

16.  The  Claims  Court  in  Winstar  emphasized  the  distinction 
between  the  government's  unquestioned  power  to  act  as  it  sees  fit 
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for  the  public  good,  and  its  obligation  to  compensate  those 
private  individuals  whom  the  action  deprives  of  property  rights: 

[W]hile  Congress'  power  to  regulate  is  not 
impaired,  the  government  may  be  compelled  to 
pay  for  the  results  of  its  actions, 
especially  when  in  so  doing  the  government 
actually  is  paying  because  it  received  a 
benefit.   .  •  .   The  fact  that  the  government 
was  free  to  change  the  regulatory  scheme  is 
not  inconsistent  with  the  possibility  that 
there  exists  a  contract  here  under  which  the 
government  may  have  obligations  to  the 
plaintiffs  in  this  case. 

21  CI.  Ct.  at  116. 

17.  El  Triunfo  Case  (United  States  v.  El  Salvador),  XV  Rep. 
Int'l  Arb.  Awards  455,  478  (1902).   See  also,  e.g.,  Shufeldt 
Claim  (United  States  v.  Guatemala)  II  Rep.  Int'l  Arb.  Awards 
1079,  1095  (193  0) ,  holding  that  the  Government  of  Guatemala 
"cannot  invoke  any  municipal  law  to  justify  their  refusal  to" 
compensate  foreign  investors  deprived  of  concession  rights. 

18.  Lynch  v.  United  States.  292  U.S.  at  579. 

19.  Sinking  Fund  Cases.  99  U.S.  at  721. 

20.  The  Court  consistently  and  mistakenly  addressed  the  issue 
before  it  solely  in  terms  of  regulatory  authority:  "An  agency 
...cannot  contract  away  Congress'  sovereign  power  to 
regulate...."  967  F.2d  at  622.   And  again:  "FSLIC  and  the  Bank 
Board  did  not  and  could  not  enter  into  a  contract  with  Transohio 
that  barred  Congress  from  regulating."  967  F.2d  at  623.   In 
overstating  Transohio 's  contentions  in  this  manner,  the  court 
made  them  easier  to  refute.   And,  by  misstating  them  solely  in 
terms  of  challenges  to  regulatory  authority,  the  court  was  eible 
to  narrow  the  focus  of  its  analysis  solely  to  the  government's 
regulatory  role,  to  the  complete  exclusion  of  its  role  as  a 
commercial  actor. 

21.  Charter  Federal.   976  F.2d  at  211. 

22.  At  least  one  commentator  has  argued,  contrary  to  the  Fourth 
Circuit,  that  even  if  the  goodwill  contracts  were  beyond  the 
authority  of  the  agencies  to  bind  Congress,  their  abrogation 
would  at  least  give  rise  to  the  right  of  rescission  by  the 
contracting  party.   Toscano,  "Forbearance  Agreements:  Invalid 
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Contracts  for  the  Surrender  of  Sovereignty,"  92  Colum.  L.  Rev. 
426,  473  (1992). 

This  is  clearly  the  better  view.   To  suggest,  as  did  the 
Fourth  Circuit,  that  it  was  "foreseeable"  in  the  early  or  mid- 
eighties  that  the  government  might  soon  take  away  the  one  thing 
of  value  it  gave  to  investors  to  induce  them  to  take  on  the 
massive  liabilities  of  failing  thrifts — the  contractual 
consideration  that  was  offered  as  part  of  heavily  promoted 
government  "deals"  that  saved  the  government  billions  of  dollars- 
-is  unrealistic.  To  further  suggest  that  it  was  not  only 
"foreseeable"  but  also  factored  into  the  acquisition  decision  by 
investors  is  to  ignore  the  economic  realities  of  these 
transactions . 
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I.    INTRODUCTION 

The  new  authority  of  the  federal  banking  agencies  to  "dismiss" 
directors  or  senior  executive  officers  of  depository  Institutions 
forms  part  of  the  system  of  "prompt  corrective  action"  created  by 
the  Federal  Deposit  Insurance  Corporation  Improvement  Act  of  1991 
("FDICIA") J  The  system  of  prompt  corrective  action  defines  five 
capital  categories,^  assigns  depository  Institutions  to  these 
categories,  and  authorizes  the  appropriate  federal  banking  agency^ 
to  require  an  undercapitalized  institution  to  Implement  remedial 
measures.  In  general,  as  the  extent  of  a  depository  Institution's 
undercapitalization  increases,  more  stringent,  mandatory  remedial 
measures  are  imposed.  In  addition,  the  appropriate  banking  agency 
may  order  a  wide  range  of  discretionary  safeguards. 

Among  the  discretionary  prompt  corrective  actions  that  a 
banking  agency  may  require  is  the  immediate  dismissal  of  a  director 
or  "senior  executive  officer"  of  an  undercapitalized  depository 
institution.  The  new  dismissal  authority  in  FDICIA  does  not  afford 
the  affected  party  a  hearing  prior  to  dismissal.  Although  FDICIA 
provides  for  a  hearing  after  dismissal,  the  FDICIA  hearing 
provisions  do  not  entitle  the  dismissed  officer  or  director,  as  a 
matter  of  right,  to  present  oral  testimony  or  witnesses.  Moreover, 
the  statute  Imposes  on  a  dismissed  party  an  extraordinarily  heavy 
burden  of  proof  to  gain  reinstatement  —  proving  that  continued 
employment  is  vital  to  the  restoration  and  success  of  the 
institution.  Finally,  FDICIA  does  not  provide  for  judicial  review 
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of  an  agency  decision  to  dismiss  or  to  refuse  to  reinstate  a 
terminated  director  or  officer. 

Prior  to  the  enactment  of  FDICIA,  the  bank  regulatory  agencies 
could  remove  permanently  bank  officers  and  directors  only  through 
administrative  proceedings  subject  to  the  full  panoply  of 
administrative  and  judicial  review.  FDICIA  thus  circumvents  the 
hearing  and  judicial  review  requirements  associated  with  cease-and- 
desist,  removal  and  prohibition,  and  civil  money  penalty 
proceedings.  The  provisions  for  such  proceedings  were  carefully 
drafted  to  afford  minimum  constitutional  safeguards  to  affected 
individuals  and  financial  institutions. 

The  FDICIA  prompt  corrective  action  provisions  represent  an 
extraordinary  expansion  of  the  enforcement  powers  of  the  federal 
banking  agencies,  which  poses,  among  other  things,  a  number  of 
troubling  issues  concerning  the  constitutionality  of  the  FDICIA 
dismissal  authority.  Specifically,  the  principal  issues  concern 
whether  the  due  process  clause  of  the  Fifth  Amendment  requires  a 
director  or  officer  to  receive  a  hearing  before  dismissal,  to  be 
entitled  to  present  oral  testimony  and  witnesses  before  a  neutral 
administrative  law  judge  at  a  hearing  (whether  conducted  before  or 
after  dismissal)  ,  and  to  challenge  the  basis  for  a  dismissal  or  for 
a  denial  of  reinstatement  in  federal  court.  While  this  article 
examines  each  of  these  due  process  issues,  FDICIA  so  fundamentally 
alters  the  legal  standards  for  separating  directors  and  officers 
from  depository  institutions  that  only  tentative  conclusions  are 
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possible  on  the  basis  of  existing  case  law  that  construes  the  pre- 
FDICIA  removal  authority  of  the  federal  banking  agencies. 

II.   SUMMARY  OF  CONCLUSIONS 

The  due  process  clause  of  the  Fifth  Amendment  to  the  United 
States  Constitution  protects  certain  "liberty"  or  "property" 
interests  against  infringement  by  the  federal  government.  While  a 
federal  banking  agency  could  argue  that  the  dismissal  of  a  bank 
officer  or  director  pursuant  to  FDICIA  would  not  infringe  a 
protected  liberty  interest  where  it  did  not  "stigmatize"  that 
person,  a  court  may  deem  such  a  dismissal  to  implicate  a  protected 
property  interest. 

The  issue  therefore  arises  what  process  is  due  a  bank  officer 
or  director  served  with  a  dismissal  order  pursuant  to  FDICIA' s 
system  of  prompt  corrective  action?  The  FDICIA  dismissal 
provisions  reflect  an  exceedingly  narrow  view  of  the  minimxim 
requirements  of  due  process.  As  noted,  FDICIA  does  not  provide  for 
a  hearing  before  dismissal  or  for  judicial  review  of  an  agency 
decision  to  dismiss  or  not  to  reinstate  a  terminated  director  or 
officer.  Although  FDICIA  provides  for  an  informal  post-dismissal 
hearing  before  an  agency  official,  it  does  not  entitle  the 
dismissed  officer  or  director  to  a  full  evidentiary  hearing  and 
imposes  an  extraordinarily  high  burden  for  obtaining  reinstatement. 

The  drafters  of  FDICIA  patterned  the  system  of  prompt 
corrective  action,  of  which  the  dismissal  authority  forms  a  part, 
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after  the  procedures  for  issuing  capital  directives  that  previously 
were  sustained  against  a  due  process  challenge  in  FDIC  v.  Bank  of 
Coushatta .  930  F.2d  1122  (5th  Cir.  1991),  cert,  denied.  112  S.  Ct. 
170  (1992) .  Like  the  procedure  for  issuing  capital  directives  in 
Coushatta .  the  issuance  of  a  dismissal  order  under  FDICIA  depends 
primarily  on  an  institution's  capital  level,  and  FDICIA  does  not 
explicitly  provide  for  judicial  review.  The  drafters  of  FDICIA 
also  relied  on  FDIC  v.  Mallen.  486  U.S.  230  (1988) ,  which  upheld  a 
removal  procedure  that  affords  an  indicted  bank  official  a  post- 
termination  hearing  but  neither  a  full  evidentiary  hearing  nor  a 
right  to  judicial  review. 

Although  combining  elements  of  the  statutory  provisions  upheld 
in  Mallen  and  Coushatta .  the  FDICIA  dismissal  authority  does  not 
necessarily  comport  with  the  requirements  of  due  process.  The  new 
dismissal  powers  in  FDICIA,  in  fact,  depart  significantly  from 
existing  removal  provisions  in  federal  banking  law,  which  are 
implicated  only  when  a  bank  officer  or  director  has  breached  some 
duty  or  committed  some  other  culpable  act  under  applicable  laws  and 
regulations.  In  contrast  to  the  pre-FDICIA  fault-based  system  of 
removal,  the  FDICIA  dismissal  authority  becomes  operative  whenever 
a  depository  institution  becomes  or  is  reclassified  as  an 
"undercapitalized"  institution.  Because  of  the  dramatic  change 
effected  by  FDICIA  in  the  fundamental  nature  and  scope  of  the 
removal  authority  of  the  banking  agencies,  the  lessons  of  Mallen 
and  Coushatta  may  not  be  controlling  on  whether  the  FDICIA 
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dismissal  authority  complies  with  the  minimum  requirements  of  due 
process . 

In  regard  to  the  FDICIA  hearing  provisions,  substantial 
argviments  exist  that  due  process  requires  that  the  banking  agencies 
afford  a  director  or  officer  a  hearing  before  dismissal.  The 
courts  have  upheld  the  termination  of  a  protected  property  interest 
before  a  hearing  is  convened  only  in  exceptional  circumstances, 
where  it  sez-ved  an  important  governmental  interest,  it  responded  to 
a  need  for  prompt  action,  and  provided  that  substantial  assurance 
existed  that  the  termination  was  warranted.  Although  the  banking 
agencies  undoubtedly  would  argue  that  a  dismissal  order  under 
FDICIA  serves  an  important  governmental  interest  and  a  need  for 
prompt  action,  such  an  order  does  not  serve  either  of  these  goals 
in  an  especially  direct  or  compelling  manner,  and  alternative 
measures,  including  an  immediately  effective  temporary  cease-and- 
desist  order  (which  does  provide  for  judicial  review) ,  are 
availeible  to  the  banking  agencies  under  authority  existing  before 
FDICIA.  Moreover,  an  FDICIA  dismissal  order  might  not  satisfy  the 
requirement  of  a  substantial  assurance  that  dismissal  was  justified 
because  FDICIA  predicates  a  dismissal  order  almost  exclusively  on 
a  finding  of  a  capital  deficiency,  which  a  dismissed  bank  official 
cannot  challenge  (pursuant  to  the  implementing  regulations  for 
FDICIA' s  system  of  prompt  corrective  action)  and  toward  which  he  or 
she  might  have  contributed  little  or  nothing.  In  these 
circumstances,  a  hearing  before  dismissal  may  be  necessary  to 
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afford  a  director  or  officer  an  opportunity  to  be  heard  "at  a 
meaningful  time  and  in  a  meaningful  manner."* 

Whether  or  not  due  process  requires  a  hearing  before 
dismissal,  the  issue  whether  a  dismissed  bank  official  is  entitled 
to  a  full  evidentiary  hearing  (whether  conducted  before  or  after 
dismissal)  remains  open.  Although  the  Mallen  ruling  held  that  a 
terminated  official  does  not  have  an  absolute  right  to  present  oral 
testimony  at  a  hearing,  the  Court  limited  its  ruling  to  the  facts 
before  it  and  assumed  that  in  some  (undefined)  circumstances  the 
presentation  of  oral  testimony  at  a  post-suspension  hearing  would 
be  essential. 

Finally,  a  dismissed  bank  officer  or  director  could  argue 
forcefully  that  he  or  she  is  entitled  to  judicial  review  of  the 
agency's  decisions  to  dismiss  and  not  to  reinstate  because  the 
FDICIA  dismissal  provisions  arquably  do  not  remove  all  standards 
from  the  exercise  of  agency  discretion,  especially  if  due  process 
imports  into  the  decision  to  dismiss  a  bank  official  the 
recjuirement  of  showing  some  nexus  between  the  dismissed  official's 
actions  and  the  capital  condition  of  the  insured  institution.  In 
any  event,  clear  authority  exists  that  a  dismissed  official  may 
challenge  the  constitutionality  of  the  dismissal  procedures 
themselves. 
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III.  THE  FDICIA  PROVISIONS  FOR  DISMISSAL 

A.   Persons  Svibiect  to  Dismissal 

Under  FDICIA,  the  authority  of  an  appropriate  federal  banking 
agency  to  order  the  dismissal  from  office  of  any  director  or  senior 
executive  officer  of  etn  insured  depository  institution  generally 
arises  when  the  institution  is  undercapitalized  and  provided  that 
the  director  or  officer  "held  office  for  more  than  180  days 
immediately  before  the  institution  became  undercapitalized."* 

More  specifically,  the  banking  agency  may  order  the  dismissal 
from  office  of  any  director  or  officer  of  an  insured  depository 
institution  that  is  "significantly  undercapitalized"  or 
"undercapitalized"  and  has  failed  timely  to  submit  an  acceptable 
capital  restoration  plan  to  the  agency.'  The  agency  also  may 
terminate  a  director  or  officer  of  an  "undercapitalized" 
institution  when  it  determines  that  dismissal  is  "necessary  to 
carry  out  the  purpose  of"  the  system  of  prompt  corrective  action.' 
Finally,  because  another  provision  of  FDICIA  authorizes  the 
appropriate  federal  banking  agency  to  reclassify  a  depository 
institution  to  a  lower  capital  category  based  upon  certain 
supervisory  criteria,  the  appropriate  agency  may  dismiss  any 
director  or  senior  executive  officer  of  an  "adequately  capitalized" 
or  an  "vindercapitalized"  institution  after  reclassifying  it  as 
"undercapitalized"  or  "significantly  undercapitalized," 
respectively.  (In  the  case  of  reclassification  of  an  insured 
institution  to  a  lower  capital  category,  FDICIA  affords  the 
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institution  —  but  not  any  dismissed  bank  official  —  a  prior 
hearing  before  the  appropriate  banking  agency  determines  if  the 
institution  is  in  an  unsafe  and  iinsound  condition  warranting 
downward  reclassification.)' 

Whenever  any  of  the  foregoing  conditions  arise,  FDICIA 
empowers  the  appropriate  bemking  agency  to  order  an  institution  to 
hold  a  new  election  for  the  entire  board  of  directors  rather  than 
to  dismiss  a  single  director.  The  agency  also  may  order  the 
institution  to  hire  qualified  senior  executive  officers  and  may 
insist  on  the  right  to  approve  of  the  specific  persons  hired.' 

B.   Procedures  Governing  Dismissal 

To  obtain  administrative  review  of  a  dismissal  order,  a 
dismissed  director  or  officer  must  file  a  written  petition  for 
reinstatement  with  the  appropriate  banking  agency  within  10  days  of 
receiving  the  notice  of  dismissal.^"  The  banking  agency  presumably 
will  provide  such  notice,  pursuant  to  the  regulations  implementing 
FDICIA' s  system  of  prompt  corrective  action,'^  by  sending  to  the 
dismissed  director  or  officer  a  copy  of  the  written  notice  of  its 
intention  to  issue  to  the  depository  institution  an  order  requiring 
prompt  corrective  action. ^^  Through  this  procedure,  a  banking 
agency  generally  would  provide  advance  notice  of  a  dismissal  order 
(unless  the  agency  deemed  that  the  issuance  of  an  immediately 
effective  directive  was  warranted) ,"  but  the  institution  concerned 
must  dismiss  a  director  or  senior  executive  order  "immediately  upon 
receiving  a  final  directive  requiring  that  action."^* 
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Regardless  of  whether  an  officer  or  director  receives  prior 
notice  of  his  or  her  dismissal,  the  Implementing  regulations 
clarify  that  "[t]he  statute  envisions  a  post-dismissal  hearing 
procedure,  as  it  refers  to  the  appeal  as  a  'petition  for 
reinstatement.'""  FDICIA  provides  for  an  administrative  hearing 
to  be  held  within  30  days  of  the  filing  of  the  petition  for 
reinstatement  unless  the  petitioner  requests  a  later  date.  The 
dismissal  remains  in  effect  pending  the  outcome  of  the  hearing 
unless  the  banking  agency  orders  otherwise.  An  employee  of  the 
banking  agency,  rather  than  an  administrative  law  judge,  will 
preside  over  such  a  hearing.  At  the  hearing,  the  petitioner  may 
submit  written  materials  and  appear  personally  or  through  counsel, 
but  he  or  she  may  present  oral  testimony  and  witnesses  only  at  the 
discretion  of  the  hearing  officer. ^^  Moreover,  the  regulations 
exclude  any  authority  for  a  dismissed  officer  or  director  to 
challenge  his  or  her  bank's  capital  category  notwithstanding  that 
such  category  constitutes  the  sole  basis  for  the  dismissal. ^^ 

In  seeking  reinstatement,  a  petitioner  must  bear  an 
exceptionally  onerous  burden  of  proof.  Specifically,  "[t]he 
petitioner  shall  bear  the  burden  of  proving  that  the  petitioner's 
continued  employment  would  materially  strengthen  the  Insured 
depository  institution's  eiblllty  ...  to  become  adequately 
capitalized,  to  the  extent  that  the  order  is  based  on  the 
institution's  capital  level  or  failure  to  submit  or  implement  a 
capital  restoration  plan,"  or  "to  correct  the  unsafe  or  unsoxind 
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condition  or  unsafe  or  unsound  practice"  insofar  as  the  order  is 
based  on  reclassifying  an  institution  to  a  lower  capital  category." 
On  the  basis  of  this  standard,  the  hearing  officer  will  make 
a  recommendation  to  the  appropriate  agency  regarding  the  dismissal 
of  the  director  or  officer  within  20  days  of  the  closing  of  the 
hearing  record.  No  later  than  60  days  after  the  closing  of  the 
hearing  record  the  agency  will  grant  or  deny  the  petition  for 
reinstatement.  FDICIA  neither  explicitly  provides  for  nor 
precludes  judicial  review  of  this  agency  decision. 

IV.   DUE  PROCESS  OF  lAW  UNDER  THE  FIFTH  AMENDMENT 

The  due  process  clause  of  the  Fifth  Amendment  to  the  United 
States  Constitution  provides  that  no  person  shall  "be  deprived  of 
life,  liberty,  or  property,  without  due  process  of  law."^'  As  a 
threshold  matter,  therefore,  the  FDICIA  dismissal  procedures 
present  the  issue  whether  a  banking  agency,  by  ordering  dismissal 
of  a  director  or  officer,  deprives  him  or  her  of  any  property  or 
liberty  protected  by  the  Fifth  Amendment. 
A.    Liberty  Interest 

The  Supreme  Court  has  esteiblished  that  the  discharge  of  an 
employee  by  a  governmental  entity  interferes  with  the  employee's 
liberty  interest  under  the  due  process  clause  if  combined  with  "any 
charge  against  him  that  might  seriously  damage  his  standing  and 
associations  in  his  community.""  The  stigma  attaching  to  a 
discharged  employee  must  be  substantial,  however,  if  it  is  to 
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constitute  a  deprivation  of  liberty:  "Mere  proof  .  .  .  that  his 
record  of  nonretention  in  one  job,  taken  alone,  might  make  him 
somewhat  less  attractive  to  some  other  employers  would  hardly 
esteiblish  the  kind  of  foreclosure  of  opportunities  amounting  to  a 
deprivation  of  'liberty. '"^^ 

The  discharge  of  a  director  or  officer  of  a  financial 
institution  at  the  behest  of  a  federal  banking  agency  under  pre- 
FDICIA  law  indeed  can  deprive  the  discharged  person  of  a  liberty 
interest  within  the  meaning  of  the  due  process  clause.  For 
exeunple,  in  ordering  the  removal  of  a  director  or  officer  pursuant 
to  Section  8(e)  of  the  Federal  Deposit  Insurance  Act  (the  "FDI 
Act") ,  the  appropriate  banking  agency  may  predicate  the  order  on  a 
finding  that  the  respondent  violated  a  law  or  breached  his 
fiduciary  duties  in  a  manner  involving  personal  dishonesty.^ 
Similarly,  Section  8(g)  of  the  FDI  Act  empowers  a  federal  banking 
agency  to  suspend  a  director  or  officer  on  the  basis  of  his  or  her 
indictment  for  a  felony  involving  dishonesty  or  breach  of  trust  and 
punishable  by  a  prison  term  for  more  than  one  year  under  federal  or 
state  law. 

In  contrast  to  such  stigmatizing  removal  provisions  under  pre- 
FDICIA  law,  dismissal  pursuant  to  the  prompt  corrective  action 
provisions  of  FDICIA  requires  no  showing  that  a  dismissed  director 
or  officer  was  personally  culpable.  The  banking  agency  need  not 
show  that  the  dismissed  party  committed  a  dishonest  act  or  was 
significantly  responsible  for  the  poor  financial  condition  of  the 
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depository  institution  he  or  she  served.  The  only  predicates  for 
dismissal  under  FDICIA  are  either  that  the  agency  has  classified 
the  depository  institution  as  undercapitalized  or  assigned  it  to  a 
lower  capital  category  and  that  the  director  or  officer  served  for 
a  period  in  excess  of  180  days  immediately  before  the  institution 
became  undercapitalized. 

Therefore,  a  federal  bemXing  agency  likely  would  argue  that, 
merely  by  dismissing  a  director  or  senior  executive  officer 
pursuant  to  FDICIA,  it  did  not  infringe  a  protected  liberty 
interest.  Although  the  issuemce  of  a  dismissal  order  implicitly 
might  convey  the  regulators'  disapproval  of  the  business  practices 
or  managerial  ac\imen  of  the  dismissed  official,  the  banking  agency 
likely  would  assert  that  the  dismissal  order  itself  requires  no 
such  finding,  and  that  emy  adverse  conclusion  that  a  third  party 
might  infer  concerning  the  professional  competence  of  a  dismissed 
person  would  be  too  attenuated  to  aunount  to  a  deprivation  of 
liberty. 

B.   Property  Interest 

Even  if  it  were  deterained  that  dismissal  pursuant  to  FDICIA 
would  not  impair  a  liberty  interest,  a  court  may  rule  that  such  a 
regulatory  dismissal  infringes  impermissibly  upon  a  property 
interest  protected  by  the  due  process  clause.  In  FDIC  v.  Mallen. 
which  involved  the  property  right  of  a  suspended  president/director 
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of  an  insured  state  bank,  a  unanimous  Supreme  Court  ruled  that: 

It  is  undisputed  that  appellee's  interest  in  the 
right  to  continue  to  serve  as  president  of  the  bank  and 
to  participate  in  the  conduct  of  its  affairs  is  a 
property  right  protected  by  the  Fifth  Amendment  Due 
Process  Clause  ....  It  is  also  undisputed  that  the 
FDIC's  order  of  suspension  affected  a  deprivation  of  this 
property  interest.  Accordingly,  appellee  is  entitled  to 
the  protection  of  due  process  of  law.^ 

Moreover,  the  theoretical  possibility  that  a  dismissal  might 

prove  temporary,  if  a  petitioner  could  sustain  the  heavy  burden  of 

proof  to  gain  reinstatement,  does  not  negate  the  xnfringement  of  a 

director  or  officer's  property  interest  caused  by  the  dismissal 

order.   The  Supreme  Court  has  "settled  that  a  temporary,  nonfinal 

deprivation  of  property  is  nonetheless  a  'deprivation'  in  the  terms 

of  the  Fourteenth  Amendment."^* 


V.    ANALYSIS  OF  DUE  PROCESS  ISSUES 

A.    Background 

Several  relatively  recent  court  decisions  have  narrowed  the 
content  of  the  due  process  to  which  respondents  are  entitled  in 
administrative  enforcement  actions  initiated  by  the  federal  banking 
agencies. 

In  FDIC  V.  Mallen,  the  Supreme  Court  addressed  the  due  process 
rights  of  an  officer/director  suspended  and  removed  from  his 
positions  with  a  bank  as  a  result  of  his  felony  indictment  pursuant 
to  12  U.S.C.  §  1818(g).  The  district  court  had  found  the  post- 
suspension  hearing  afforded  to  the  suspended  official  to  be 
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unconstitutional  because  it  failed  to  provide  a  sufficiently  prompt 
decision  or  an  unqualified  right  to  present  oral  testimony. 

Although  recognizing  that  the  FDIC  suspension  order  deprived 
the  officer/director  of  his  property  right  in  continuing  his 
affiliation  with  the  bank,  the  Supreme  Court  reversed  the  district 
court  decision  and  held  that  the  post-suspension  hearing  procedures 
available  to  the  bank  official  satisfied  due  process.  The  Court 
upheld  the  constitutionality  of  the  post-suspension  hearing 
provisions  on  the  basis  of  several  findings  and  emphasized  in 
particular  that  (1)  a  hearing  promptly  followed  suspension  because 
"at  maximum  the  suspended  officer  receives  a  decision  within  90 
days  of  his  or  her  request  for  a  hearing,"  (2)  the  suspension  would 
not  likely  add  to  the  injury  to  the  bank  official's  reputation 
already  caused  by  the  return  of  the  indictment,  (3)  the  immediate 
suspension  of  an  indicted  bank  official  serves  the  important 
governmental  interest  in  safeguarding  the  integrity  of  the  banking 
industry,  and  (4)  "the  finding  of  probable  cause  by  an  independent 
body  [reflected  in  the  return  of  the  indictment]  demonstrates  that 
the  suspension  is  not  arbitrary."  While  noting  that  the  bank 
official  failed  to  afford  the  hearing  officer  an  opportunity  to 
decide  to  hear  oral  testimony,  the  Court  added  that  "[t]here  is  no 
inexorcible  requirement  that  oral  testimony  must  be  heard  in  every 
administrative  proceeding  in  which  it  is  tendered." 

In  FDIC  V.  Bank  of  Coushatta .  a  bank  and  its  board  of 
directors,  challenged  the  issuance  of  a  capital  directive  by  the 
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FDIC  pursuant  to  12  U.S. C.  §  3907.  The  bank  objected  to  the 
capital  directive  on  the  grounds  that  it  was  entitled  to  an  agency 
hearing  and  judicial  review  under  the  Administrative  Procedure  Act 
(the  "APA")  and  the  Fifth  Amendment  due  process  clause  prior  to  the 
issuance  of  the  directive.  The  appropriate  banking  agency  may 
issue  a  capital  directive,  which  has  the  same  legal  effect  as  a 
final  cease-and-desist  order,  without  any  prior  hearing. 

In  regard  to  the  APA  claim,  the  court  of  appeals  concluded 
that  "[t]he  legislative  history  and  language  of  the  statute  do  not 
leave  a  court  with  a  meaningful  standard  against  which  to  judge  the 
agency's  exercise  of  its  discretion,"  and  thus  "issuance  of  a 
directive  is  committed  to  the  FDIC's  discretion"  and  is  not 
revieweible.  In  ruling  that  issuance  of  capital  directives 
satisfies  due  process,  the  court  applied  the  three-factor  test  in 
Matthews  v.  Eldridae.  424  U.S.  319,  335  (1976):  while  the  court 
conceded  that  the  capital  directive  affected  a  substantial  private 
interest,  it  noted  the  important  governmental  interest  in  prompt 
compliance  with  directives  and  that  the  procedures  for  issuing  a 
capital  directive,  by  providing  a  bank  with  notice  and  an 
opportunity  to  respond  to  the  agency  before  a  directive  issues, 
posed  only  a  minimal  risk  of  erroneously  depriving  the  bank  of  its 
legitimate  interests. 

As  in  Mallen.  the  FDICIA  dismissal  procedures  provide  for  a 
reasoncibly  prompt  post-dismissal  hearing,  and  an  agency  employee 
serves  as  the  hearing  officer,  who  decides  on  whether  to  hear  oral 
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testimony.  The  FDICIA  dismissal  authority  also  parallels  the 
procedure  for  issuing  capital  directives  in  Coushatta  in  depending 
almost  exclusively  on  an  institution's  capital  level  to  issue  an 
order.  Furthermore,  the  FDICIA  dismissal  procedure  is  patterned 
after  both  Coushatta  and  Mallen  in  not  expressly  providing  for 
judicial  review,  which  is  not  available  to  a  bank  issued  a  capital 
directive  nor  to  em  indicted  bank  official  suspended  pursuant  to 
12  U.S.C.  §  1818(g) . 

Although  the  FDICIA  dismissal  authority  combines  certain 
elements  present  in  Mallen  and  Coushatta .  it  significantly  departs 
from  any  pre-FDICIA  removal  provision  under  federal  banking  law. 
Section  8(e)  of  the  FDI  Act,  12  U.S.C.  §  1818(e),  predicates 
removal  or  immediate  suspension  on  a  party  committing  or 
participating  in  some  type  of  breach  or  violation  adversely 
affecting  an  insured  institution.  Similarly,  when  deciding  whether 
to  suspend  a  bank  official  charged  with  a  felony,  the  appropriate 
banking  agency  pursuant  to  12  U.S.C.  §  1818(g)(1)  determines  if 
continued  service  by  such  official  "may  pose  a  threat  to  the 
interests  of  the  depository  institution's  depositors  or  may 
threaten  to  impair  public  confidence  in  the  depository 
institution."  Thus,  in  each  of  these  pre-FDICIA  removal 
provisions,  the  separation  of  a  director  or  officer  from  his 
institution  depends  upon  the  nature  of  that  person's  conduct  and 
the  probable  impact  of  that  conduct  on  the  future  stability  of  the 
institution. 
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In  sharp  contrast  to  such  removal  provisions,  dismissal  under 
FDICIA  does  not  depend  at  all  on  the  culpability  of  the  director  or 
officer  but  rather  almost  exclusively  on  whether  the  institution 
served  by  that  director  or  officer  is  complying  with  applicable 
capital  requirements  (and,  secondarily,  on  whether  the  institution 
is  engaging  in  unsafe  or  unsound  practices) •  Moreover,  the  actions 
of  a  dismissed  director  or  officer  may  not  have  contributed 
significantly  to  the  capital  shortfall  prompting  his  or  her 
dismissal.  The  FDICIA  dismissal  authority  thus  marks  a  shift  away 
from  a  removal  procedure  based  upon  determining  an  individual's 
fault  to  a  mechanical  system  largely  concerned  with  an 
institution's  compliance  with  capital  requirements. 

Moreover,  the  decision  to  reinstate  a  dismissed  bank  official, 

according  to  the  literal  terms  of  FDICIA,  also  does  not  depend  upon 

the  official's  degree  of  involvement  in  the  actions  causing  the 

institution's  capital  shortfall.  In  adopting  the  final  regulations 

implementing  the  system  of  prompt  corrective  action,  the  federal 

< 
banking  agencies  rejected  a  proposal  that  the  appropriate  agency 

identify  a  "connection  between  the  conduct  of  the  officer  or 

director  and  the  financial  deficiencies  experienced  by  the  insured 

institution  before  dismissing  or  upholding  the  dismissal  of  the 

officer  or  director."^   The  agencies  reasoned  that  they  lawfully 

could  not  substitute,  by  regulation,  a  different  burden  of  proof 

for  establishing  a  right  to  reinstatement  than  that  provided  in  the 

statute,  but  then  equivocated  somewhat  by  noting  "that  evidence 
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concerning  the  past  performance  of  the  director  or  officer  may  be 
relevant  to  determining  whether  a  director  or  officer  would 
materially  strengthen  an  institution's  ability  to  address  its 
problems."^'  While  this  concession  may  reflect  the  regulators' 
belief  that  the  statutory  burden  of  proof  is  unfairly  heavy,  it 
does  not  negate  the  fact  that  the  statutory  conditions  for 
dismissing  and  upholding  the  dismissal  of  a  banX  official  are 
entirely  divorced  from  the  question  of  whether  the  official  has 
acted  improperly  or  incompetently. 

B.   Is  a  Hearing  Required  Before  Dismissal? 

The  shift  away  from  a  removal  mechanism  based  upon  a  bank 
official's  culpability  substantially  alters  the  analysis  of  factors 
that  courts  traditionally  have  considered  in  evaluating  if  a 
procedure  comports  with  due  process  principles  and,  in  fact,  might 
render  that  traditional  test  inapposite. 

Due  process  generally  demands  that  the  state  furnish  a  hearing 
before  adversely  affecting  a  constitutionally  protected  interest.^' 
Notwithstanding  the  general  rule,  the  Supreme  Court  has  long 
recognized  that  due  process  permits  the  government  to  postpone  a 
hearing  until  after  the  infringement  or  termination  of  a  protected 
interest  in  extraordinary  cases  requiring  prompt  action.^ 

In  applying  this  exception  to  the  specific  context  of  the 
suspension  of  a  bank  official  charged  with  a  felony,  the  Mallen 
Court  observed  that  "[a]n  important  government  interest, 
accompanied  by  a  substantial  assurance  that  the  deprivation  is  not 
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baseless  or  unwarranted,  may  in  limited  cases  demanding  prompt 
action  justify  postponing  the  opportunity  to  be  heard  until  after 
the  initial  deprivation.""  The  Court  thus  relied  on  the  presence 
of  three  elements:  an  important  government  interest,  substantial 
assurance  that  the  deprivation  is  justified,  and  the  need  for 
prompt  action. 

In  regard  to  the  government  interest,  the  federal  banking 
agencies  presumably  will  issue  prompt  corrective  action  directives, 
including  dismissal  orders,  to  promote  the  avowed  statutory  goal  of 
resolving  "the  problems  of  insured  depository  institutions  at  the 
least  possible  long-term  loss  to  the  deposit  insurance  fund."'" 
While  limiting  losses  to  the  deposit  insurance  fund  undoubtedly  is 
an  important  governmental  interest,  the  dismissal  of  a  bank 
official  would  not  necessarily  serve  this  interest,  especially  if 
the  actions  of  the  dismissed  official  did  not  contribute  materially 
to  the  losses  experienced  by  his  or  her  institution.  In  the 
circximstances  presented  in  the  Mallen  case,  by  contrast,  the 
removal  of  Mallen  from  his  positions  with  the  bank  directly 
promoted  the  governmental  interest  in  safeguarding  public 
confidence  in  an  insured  institution  by  suspending  an  already 
indicted  officer/director.  Thus,  depending  upon  the  facts  of  a 
particular  case,  a  reasonable  argioment  may  exist  that  the  immediate 
dismissal  of  a  bank  official  would  not  serve  the  avowed 
governmental  interest  in  limiting  losses  to  the  deposit  insurance 
fund. 
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The  dismissal  of  a  bank  official  under  FDICIA  would  not 
necessarily  reflect  a  need  for  prompt  action.  if  the  dismissed 
official  did  not  contribute  materially  to  the  financial  plight  of 
the  undercapitalized  insured  institution,  his  or  her  dismissal 
would  not  appear  to  promote  the  statutory  goal  of  limiting  losses 
to  the  federal  deposit  insurance  fund.  In  these  circumstances,  no 
exigent  danger  to  the  deposit  insurance  fund  would  require  the 
immediate  dismissal  of  the  bank  official  without  granting  a  prior 
hearing. 

Finally,  to  avoid  the  requirement  for  a  hearing  before 
termination,  due  process  requires  substantial  assurance  that  the 
immediate  discharge  of  a  bank  official  is  warranted.  In  Mallen. 
the  Court  found  this  element  satisfied  because  the  return  of  the 
indictment  "demonstrates  that  the  suspension  is  not  arbitrary"  and 
"is  an  objective  fact  that  will  in  most  cases  raise  serious  public 
concern  that  the  bank  is  not  being  managed  in  a  responsible 
manner. "'' 

The  question  of  whether  this  element  is  present  in  the  context 
of  the  FDICIA  dismissal  authority  may  prove  much  more  problematic 
for  the  federal  banking  agencies.  If  the  proper  inquiry  merely  is 
whether  a  banking  agency  has  met  the  statutory  conditions  on 
ordering  a  dismissal,  the  agency  may  be  acting  within  its  allowable 
discretion  if  it  can  demonstrate  that  the  institution  is  not 
complying  with  applicable  capital  requirements  irrespective  of 
whether  or  not  the  director  or  officer  to  be  dismissed  contributed 
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in  some  manner  to  that  capital  deficiency.  The  regulations 
implementing  FDICIA's  system  of  prompt  corrective  action  provide 
for  an  institution  to  comment  on  and  argue  against  the  issuance  of 
a  final  directive  to  undertake  remedial  measures,'^  and  the  court 
of  appeals  in  Coushatta  held  that  a  similar  procedure  for  issuing 
a  final  capital  directive  accorded  with  due  process.^  This  method 
of  inquiry  nonetheless  may  not  provide  an  agency  with  the  requisite 
"substantial  assurance"  before  denying  a  bank  official  a  hearing 
prior  to  his  or  her  dismissal  because  that  official  (as  opposed  to 
the  institution  served  by  him  or  her)  cannot  challenge  the  capital 
category  to  which  the  appropriate  agency  assigned  his  or  her 
institution.^  Hence,  because  an  agency  typically  would  predicate 
dismissal  on  a  finding  of  a  capital  deficiency,  the  FDICIA 
dismissal  procedure,  by  foreclosing  that  issue  to  a  discharged 
official,  may  so  offend  widely  shared  conceptions  of  fairness  as 
effectively  to  deny  the  official  an  opportunity  to  be  heard  "at  a 
meaningful  time  and  in  a  meaningful  manner."^ 

Alternatively,  a  court  reviewing  the  constitutionality  of  the 
FDICIA  dismissal  authority  might  insist  that  fundamental  fairness 
requires  the  agency  to  assure  itself  substemtially  that  a  nexus 
links  a  capital  deficiency  or  an  infraction  of  the  safety  amd 
soundness  standards  with  the  actions  of  a  dismissed  bank  official 
even  though  the  statute  does  not  explicitly  impose  any  such 
requirement.  Such  a  court  could  reason  that  dismissal  from 
employment  or  a  directorship  constitutes  a  severe  penalty,  which  a 
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banking  agency  cannot  exact  constitutionally  unless  it  demonstrates 
culpable  conduct  on  the  part  of  the  officer  or  director.  Although 
the  police  power  of  the  state  arguably  justifies  recourse  to  a 
penalty  provision  in  pursuit  of  a  legitimate  regulatory  end,  a 
strong  counterargioment  is  that  regulatory  mechanisms  potentially 
less  destructive  ot  protected  interests  are  available  to  deal  with 
situations  demanding  exigent  action.^  In  brief,  regardless  of 
whether  a  banking  agency  issuing  a  dismissal  order  must  assure 
itself  substantially  of  the  improper  conduct  of  the  director  or 
officer  or  merely  that  a  statutory  predicate  exists  (e.g. , 
classification  of  a  bank  as  "significantly  undercapitalized") , 
significant  arguments  are  available  that  due  process  principles 
demand  a  hearing  before  a  dismissal  takes  effect. 

Strengthening  the  argvment  that  due  process  requires  a  prior 
hearing,  the  FDICIA  dismissal  procedure  conspicuously  lacks  any 
explicit  authorization  for  judicial  review  of  the  decisions  to 
dismiss  a  director  or  officer  and  to  refuse  reinstatement.  The 
Supreme  Court  has  acknowledged  that  "the  existence  of  post- 
termination  procedures  is  relevant  to  the  necessary  scope  of  pre- 
termination  procedures. "''  Accordingly,  in  several  prominent  cases, 
the  Court  has  approved  of  pre-termination  procedures  entailing  less 
than  a  hearing  but  only  where  judicial  review  was  available  at  the 
conclusion  of  administrative  proceedings.^ 
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C.   Is  a  Full  Evidentiary  Hearing  Required? 

Regardless  of  whether  a  prior  hearing  is  necessary  or  a  post- 
dismissal  hearing  suffices,  a  second  due  process  issue  concerns  the 
scope  of  the  procedures  required  at  a  hearing  on  a  petition  for 
reinstatement.  Specifically,  the  issue  is  whether  due  process 
requires  a  full  evidentiary  hearing  presided  over  by  an  impartial 
administrative  law  judge.  In  contrast  to  a  full  evidentiary 
hearing,  the  FDICIA  hearing  provisions  provide  for  an  Informal 
hearing,  presided  over  by  one  or  more  employees  or  members  of  the 
agency,  and  at  whose  discretion  a  petitioner  may  present  oral 
testimony  and  witnesses. 

Because  the  FDICIA  hearing  provisions  parallel  those  at  issue 
in  Mallen.  that  Court's  ruling  is  instructive  on  the  question  of 
what  hearing  procedures  due  process  mandates.  The  district  court 
in  Mallen.  in  fact,  found  that  the  hearing  procedures  at  issue  did 
not  accord  with  due  process  in  part  because  they  failed  to  furnish 
the  suspended  bank  official  an  unqualified  right  to  present  oral 
testimony.  In  reversing  the  district  court,  the  Supreme  Court 
concluded  that  "[t]here  is  no  Inexorable  requirement  that  oral 
testimony  must  be  heard  in  every  administrative  proceeding  in  which 
it  is  tendered.""  The  Supreme  Court  reached  this  conclusion, 
however,  after  noting  that  the  suspended  bank  official  failed  to 
tender  to  the  hearing  officer  an  offer  of  proof  concerning  the 
testimony  he  wished  to  adduce  at  the  post-suspension  hearing,  and 
in  such  circumstances,  the  Court  declined  to  hold  the  statute 
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unconstitutional  "simply  because  it  may  be  applied  in  an  arbitrary 

or  unfair  way  in  some  hypothetical  case  not  before  the  Court."" 

Not  only  did  the  Supreme  Court  suggest  that  its  ruling  was  limited 

to  the  particular  facts  at  issue  in  Mallen.  but  it  also  affirmed 

the  principle  that  "there  are  post-suspension  proceedings  under 

§  1818(g)  in  which  oral  testimony  is  essential  to  enable  the 

hearing  officer  to  make  a  fair  appraisal  of  the  impact  of  the 

impact  of  a  suspended  officer's  continued  service  on  the  bank's 

security  and  reputation."*^  Mallen.  therefore,  has  not  foreclosed 

the  issue  of  whether  due  process  demands  a  full  evidentiary 

hearing. 

D.    Is  Judicial  Review  of  Dismissal 
Orders  Required? 

FDICIA  and  its  implementing  regulations  explicitly  neither 
authorize  nor  prohibit  a  petitioner  from  challenging  a  dismissal 
order  or  a  denial  of  a  petition  for  reinstatement  in  court.  The 
issue  of  whether  a  dismissed  director  or  officer  may  obtain 
judicial  review  is  not,  at  least  in  the  first  instance,  a 
constitutional  issue.  The  judicial  review  issue  initially  involves 
statutory  construction  and  specifically  concerns  the  scope  of  the 
Administrative  Procedure  Act  (the  "APA") .*^  The  APA  generally 
provides  for  judicial  review  of  final  agency  action,  but  excepts 
from  review,  among  other  things,  agency  action  committed  to  the 
discretion  of  the  agency  by  law. 

The  Supreme  Court  construed  this  exception  to  review  in  the 
context  of  a  CIA  employee  challenging  his  discharge  in  Webster  v. 
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Doe.  486  U.S  592  (1988)  .  Noting  that  the  exception  to  review 
applied  "if  the  statute  is  drawn  so  that  a  court  would  have  no 
meaningful  standard  against  which  to  judge  the  agency's  exercise  of 
discretion,"*'  the  Webster  Court  found  that  the  pertinent  statute 
"fairly  exudes  deference  to  the  [CIA]  Director"  and  thus  forecloses 
judicial  review  because  it  permitted  him  to  discharge  a  CIA 
employee  whenever  he  "deemrs")  such  termination  necessary  or 
advisable  in  the  interests  of  the  United  States."** 

As  in  Webster.  FDICIA's  system  of  prompt  corrective  action 
confers  wide  discretion  on  an  appropriate  federal  banking  agency  to 
order  remedial  measures.  Although  FDICIA  compels  the  appropriate 
agency  to  order  some  form  of  remedial  action  with  respect  to  an 
undercapitalized  depository  institution,  it  provides  an  ample  menu 
of  options  and  largely  reserves  the  selection,  timing  and  details 
of  remedial  measures  to  the  unfettered  discretion  of  the  agency. 
Relying  on  the  rule  in  Webster,  a  banking  agency  could  argue  that 
a  dismissed  director  or  officer  may  not  obtain  judicial  review  of 
his  or  her  dismissal  or  denial  of  reinstatement  because  those 
decisions  are  committed  to  agency  discretion  by  law  within  the 
meaning  of  the  APA. 

Notwithstanding  Webster .  substantial  arguments  are  availedale 
that  due  process  requires  that  a  dismissed  bank  official  have 
recourse  to  the  federal  courts  to  challenge  his  or  her  dismissal  or 
failure  to  be  reinstated.  First,  Webster  appears  to  be 
distinguishable  on  its  facts  from  the  FDICIA  dismissal  authority. 
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Whereas  the  statute  in  Webster  empowered  the  CIA  Director  to 
terminate  a  CIA  employee  on  the  basis  of  a  highly  subjective 
determination,  whenever  he  deemed  such  action  "necessary  or 
advisable  in  the  interests  of  the  United  States,"  dismissal  under 
FDICIA  largely  depends  upon  the  existence  of  an  objective  fact,  the 
undercapitalization  of  the  institution  concerned,  and  perhaps,  as 
argued  above,  also  on  the  nexus  between  the  dismissed  official's 
conduct  and  the  losses  to  the  institution.  In  view  of  the 
different  predicates  for  termination,  the  statute  in  Webster,  on 
closer  examination,  clearly  exhibits  significantly  more  deference 
to  the  CIA  Director  than  does  the  FDICIA  dismissal  provisions  to 
the  banking  agencies. 

Second,  the  constitutionality  of  denying  to  a  dismissed  bank 
official  an  opportunity  for  judicial  review  significantly  depends 
upon  the  correctness  of  the  ruling  by  the  court  of  appeals  for  the 
Fifth  Circuit  in  Bank  of  Coushatta .  which  upheld  against  a  due 
process  challenge  the  procedures  for  issuing  capital  directives, 
which,  like  the  FDICIA  dismissal  provisions,  do  not  provide 
expressly  for  judicial  review.  Although  the  Supreme  Court  declined 
to  grant  certiorari  in  the  Coushatta  case,  and  no  other  Circuit  has 
yet  considered  the  issue,  commentators  have  criticized  Coushatta 
for  expressing  an  extraordinarily  narrow  view  of  the  due  process  to 
which  respondents  in  enforcement  proceedings  are  entitled.*' 

Regardless  of  whether  the  decisions  to  dismiss  and  not  to 
reinstate  a  director  or  officer  are  reviewable,  a  dismissed  person 
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could  maintain  a  court  challenge  to  the  constitutionality  of  the 
FDICIA  dismissal  procedures  themselves.  Webster  itself 
distinguished  between  a  challenge  to  the  discharge  decision  and 
review  of  "colorable  constitutional  claims  arising  out  of"  that 
discharge  and  approved  of  respondent  maintaining  such  claims  in 
district  court.**  Webster  teaches  that  a  statute  can  preclude 
review  of  constitutional  claims  only  on  a  clear  showing  that 
Congress  so  intended.*'  Thus,  because  FDICIA  is  silent  on  the  issue 
of  judicial  review,  it  does  not  appear  to  display  the  requisite 
congressional  intent  to  preclude  court  review  of  challenges  to  the 
constitutionality  of  the  dismissal  procedures. 

ENDNOTES 

'     Pub.  L.  No.  102-242,  105  Stat.  2236  (1991). 

^    The  five  capital  categories  are  "well  capitalized," 
"adequately  capitalized,"  "undercapitalized,"  "significantly 
undercapitalized,"  and  "critically  undercapitalized."   For  the 
statutory  definitions  of  these  capital  categories,  see  12  U.S.C. 
§  1831o(b)(l).   By  regulation,  the  federal  banking  agencies 
jointly  have  specified  more  precisely  the  level  of  capital 
corresponding  to  each  capital  category.   See  Prompt  Corrective 
Action,  57  Fed.  Reg.  44,866  (Sept.  29,  1992)  (final  rules  of  the 
four  banking  agencies) . 

'    Each  of  the  four  main  federal  banking  agencies  —  the  Office 
of  the  Comptroller  of  the  Currency,  the  Board  of  Governors  of  the 
Federal  Reserve  System,  the  Federal  Deposit  Insurance 
Corporation,  and  the  Office  of  Thrift  Supervision  —  exercises  a 
distinct  jurisdiction,  depending  upon  the  type  of  financial 
institution.   For  example,  the  Comptroller  of  the  Currency  is  the 
appropriate  federal  banking  agency  for  national  banks,  while  the 
Federal  Deposit  Insurance  Corporation  supervises  and  exercises 
enforcement  jurisdiction  over  state  insured  banks  that  are  not 
members  of  the  Federal  Reserve  System.   See  12  U.S.C.  §  1813 (q). 

*  Mathews  v.  Eldridge,  424  U.S.  319,  333  (1976). 
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12  U.S.C.  §  18310(f) (2) (F) (ii) . 

12  U.S.C.  §  18310(f)(1)  &  (f)(2)(F). 

12  U.S.C.  §  18310(e)(5). 

See  12  U.S.C.  §  1831o(g) (1) (B)  &  (C) . 
•     12  U.S.C.  §  18310(f) (2) (F) (i)  &  (iii) . 
"    12  U.S.C.  §  1831o(n) . 
"     57  Fed.  Reg.  44,866  (Sept.  29,  1992). 


12 


See,  e.g.,  id.  at  44,898  (FDIC  regulation,  to  be  codified  at 

12  C.F.R.  §  308.203(a)) . 

"    See,  g.g. ,  i^.  at  44,897  (FDIC  regulation,  to  be  codified  at 

12  C.F.R.  §  308.201(a)(2)). 


u 


Id.  at  44,875. 


"    Id. 

^'    12  U.S.C.  §  1831o(n) (2) ;  57  Fed.  Reg.  44,866,  44,890 
(Sept.  29,  1992)  (Federal  Reserve  Board;  to  be  codified  at  12 
C.F.R.  §  263.204);  id.  at  44,896  (Office  of  Comptroller  of  the 
Currency;  Subpart  N,  to  be  codified  at  12  C.F.R.  §  19.230);  id. 
44,898  (FDIC;  to  be  codified  at  12  C.F.R.  §  308.203);  id.  44,908 
(OTS;  to  be  codified  at  12  C.F.R.  §  565.9). 

''    57  Fed.  Reg.  44,866,  44,876  (Sept.  29,  1992). 

^"    12  U.S.C.  §  1831o(n)(3). 

^'    U.S.  Const,  amend.  V,  cl.  3. 

^         Board  of  Regents  of  State  Colleges  v.  Roth.  408  U.S.  564, 
573  (1972). 

"  Id.  at  574  n.13. 

^    Rodriguez  de  Ouinonez  v.  Perez .  596  F.2d  486,  489  (1st 
Cir.),  cert,  denied.  444  U.S.  840  (1979)  (holding  that  a  state 
statute  similar  to  Section  8(e)  of  the  FDI  Act  implicated  a 
protected  liberty  interest  by  making  removal  contingent  on 
evidence  showing  a  violation  or  omission  involving  personal 
dishonesty) . 
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^  FDIC  V.  Mallen.  486  U.S.  230,  240  (1988).   Although  Mallen 

seems  to  state  clearly  that  suspension  of  a  bank  officer  or 
director  infringes  his  or  her  property  right  to  continued 
employment,  a  less  clear  situation  arises  when  a  federal  or  state 
statute  provides  that  a  bank  official  serves  at  will.   See 
Libertelli  v.  Parell.  1989  WL  43662,  at  *2  (D.  N.J.  Mar.  21, 
1989)  (no  protected  property  right  exists  where  state  statute 
provides  that  board  of  directors  may  terminate  institution's 
officers  "at  its  pleasure,  with  or  without  cause") ;  Bollow  v. 
Federal  Reserve  Bank  of  San  Francisco.  650  F.2d  1093,  1100  n.6 
(9th  Cir.  1981),  cert,  denied.  455  U.S.  948  (1982)  ("the  cases 
have  uniformly  held  that,  without  more,  one  who  works  'at  the 
pleasure'  of  another  has  no  constitutionally  protected 
entitlement  to  continued  employment") ;  Inalis  v.  Feinerman.  701 
F.2d  97  (9th  Cir.  1983),  cert,  denied.  464  U.S.  1040  (1984) 
(follows  Bollow,  holding  that  employee  of  Federal  Home  Loan  Bank 
had  no  property  interest  in  continued  employment  where  statute 
provided  for  his  dismissal  "at  pleasure,"  notwithstanding  Bank's 
adoption  of  employee  manual  stating  that  employment  was  based  on 
"good  faith"  and  establishing  employee  disciplinary  procedures) ; 
Aalaaard  v.  Merchants  Nat'l  Bank.  274  Cal.  Rptr.  81,  88-94  (Cal. 
Ct.  App.  1990),  review  denied.  1991  Cal.  LEXIS  118  (Cal.  Jan.  4, 
1991),  and  cert,  denied,  112  S.  Ct.  278  (1991)  (12  U.S.C. 
§  24 (Fifth),  empowering  board  of  directors  of  national  bank  to 
dismiss  officers  "at  pleasure,"  preempts  state  law  claims  for 
breach  of  employment  covenants  and  age  discrimination) ;  cf . 
Perez,  596  F.2d  at  488  (where  a  director  receives  no  salary, 
"there  was  no  expectation  of  deriving  any  property  interest  from 
the  position  of  director,  [and  thus]  no  property  interest  within 
the  meaning  of  the  [due  process  clause  of  the]  fourteenth 
amendment  was  involved") . 

2*    Fuentes  v.  Shevin.  407  U.S.  67,  85  (1972). 

^  57  Fed.  Reg.  44,866,  44,875-76  (Sept.  29,  1992). 

2'    Id.  at  44,876. 

"    Roth.  408  U.S.  at  570  n.7.   ("[W]hen  a  State  seeks  to 
terminate  [a  protected]  interest  .  .  .  ,  it  must  afford  'notice 
and  opportunity  for  hearing  appropriate  to  the  nature  of  the 
case'  before  the  termination  becomes  effective.")  (quoting 
Bell  V.  Burson  402  U.S.  535,  542  (1971)). 
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See,  e.g.,  Fuentes  v.  Shevin.  407  U.S.  67,  90-91  (1972) 


FDIC  V.  Mallen.  486  U.S.  230,  240  (1988).   This  formulation 
of  the  rule  permitting  the  postponement  of  a  hearing  reflects 
earlier  Supreme  Court  rulings,  including  the  often  invoked  three- 
factor  test  in  Mathews  v.  Eldridqe.  424  U.S.  319,  335  (1976): 
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First,  the  private  interest  that  will  be  affected  by 
the  official  action;  second,  the  risk  of  an  erroneous 
deprivation  of  such  interest  through  the  procedures 
used,  and  the  probable  value,  if  any,  of  additional  or 
substitute  procedural  safeguards;  and  finally,  the 
Government's  interest,  including  the  function  involved 
and  the  fiscal  and  administrative  burdens  that  the 
additional  or  substitute  procedural  requirement  would 
entail. 

12  U.S.C.  §  18310(a) (1) . 
486  U.S.  at  244-45. 

See,  e.g.,  57  Fed.  Reg.  44,866,  44,897  (Sept.  29,  1992) 


(FDIC;  Subpart  Q,  to  be  codified  at  12  C.F.R.  §  308.201). 

°    930  F.2d  at  1130-32. 

'*    In  the  final  regulations  governing  FDICIA's  system  of  prompt 
corrective  action,  the  banking  agencies  rejected  a  proposal  to 
permit  a  dismissed  director  or  officer  to  challenge  the  capital 
category  of  his  or  her  institution.   57  Fed.  Reg.  44,866,  44,876 
(Sept.  29,  1992). 

'*    Mathews  v.  Eldridae.  424  U.S.  319,  333  (1976). 

^        Indeed,  in  originally  investing  the  banking  agencies  with 
removal  authority  in  1966,  Congress  cautioned  that  "the  power  to 
suspend  or  remove  an  officer  or  director  of  a  bank  or  savings  and 
loan  association  is  an  extraordinary  power,  which  can  do  great 
harm  to  the  individual  affected  and  to  his  institution  and  to  the 
financial  system  as  a  whole.   It  must  be  strictly  limited  and 
carefully  guarded."   S.  Rep.  No.  1482,  89th  Cong.,  2d  Sess.,  8 
(1966)  . 

''    Cleveland  Bd.  of  Educ.  v.  Loudermill.  470  U.S.  532,  547  n.l2 
(1985)  . 

^         See  Brock  v.  Roadwav  Express.  Inc..  481  U.S.  252  (1987); 
Loudermill.  470  U.S.  at  532;  Barry  v.  Barchi .  443  U.S.  55  (1979). 

Although  the  Mallen  Court  found  a  post-suspension  hearing  in 
the  absence  of  any  right  to  judicial  review  compatible  with  due 
process  principles,  there,  as  noted,  the  Court  underscored  that 
the  grand  jury  indictment  and  the  possibility  of  a  subsequent 
criminal  trial  served  to  check  arbitrary  agency  action.   486  U.S. 
at  244-46.   Moreover,  an  indicted  bank  official  suspended 
pursuant  to  12  U.S.C.  §  1818(g)  would  regain  his  position  if  he 
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were  acquitted,  whereas  the  FDICIA  dismissal  provisions  provide 
for  permanent  removal . 

"    486  U.S.  at  247-48;  accord  Feinberq  v.  FDIC.  420  F.  Supp. 
109,  120  (D.  D.C.  1976). 

*°    486  U.S.  at  247. 

*^    486  U.S.  at  247  (emphasis  added) . 

*2    5  U.S.C.  §§  701-706. 

"    486  U.S.  at  600  (quoting  Heckler  v.  Chaney.  470  U.S.  821, 
830  (1985)). 

**    Id.  (emphasis  in  original) ;  accord  Bank  of  Coushatta.  930 
F.2d  at  1127-29. 

**    See,  e.g.,  Thomas  M.L.  Metzger,  FDIC  Capital  Directive 
Procedures:   The  Unacceptable  Risk  of  Bias.  110  Banking  L.J.  237 
(1993)  . 

**    486  U.S.  at  603-604;  accord  Feinberq  v.  FDIC.  420  F.  Supp. 
109,  121  n.29  (D.  D.C.  1976). 

*'    486  U.S.  at  603-604. 
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INTRODUCTIOH 

The  federal  banking  agencies^  claim  the  power  to  freeze  a 
party's  assets  without  prior  review  by  a  coxirt  or  other  neutral 
decision-maker  and  impose  monetary  penalties  of  up  to 
$1  million  per  day  through  administrative  proceedings.  This 
article  demonstrates  that  unilateral  asset  freeze  orders  contravene 
the  Fifth  Amendment's  guarantee  of  due  process  and  that  the 
monetary  penalties  administered  by  the  banking  agencies  may 
constitute  "criminal"  sanctions  that  cannot  be  imposed  through  an 
administrative  proceeding. 
I.   Asset  Freeze  Orders 

The  federal  banking  agencies  may  commence  administrative 
proceedings  against  financial  institutions,  officers,  directors  and 
"institution-affiliated"  parties,  such  as  lawyers  and  accountants, 
who  allegedly  have  engaged  in  prohibited  conduct.  See  12  U.S. C.  S 
1818(b)(1),  §  1818(e)(4), 

§  1818 (i) (2) .  In  such  proceedings,  the  government  may  seek  various 
forms  of  relief,  including  monetary  penalties,  see  12  U.S.C.  § 
1818 (i) (2),  cease-and-desist  orders  for  "restitution 
reimbursement,  indemnification,  or  guaramtee  against  loss,"  12 
U.S.C.  S  1818(b)(6)(A),  and  the  removal  or  prohibition  of  an 
individual  from  "emy  further  participation  ...  in  any  manner, 
in  the  conduct  of  the  affairs  of  any  insured  depository 
institution."  12  U.S.C.  §  1818(e)(1). 
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Upon  commencing  administrative  proceedings,  the  federal 
banking  agencies  may  issue  temporary  cease  and  desist  orders,  see 
12  U.S.C.  §  1818(c) (1).  Such  orders  are  based  on  a  finding  by  the 
agency  that,  prior  to  the  conclusion  of  administrative  proceedings, 
the  misconduct  specified  in  the  notice  of  charges  is  likely  to 
cause  significant  dissipation  of  the  assets  of  an  insured  financial 
institution  or  otherwise  prejudice  the  interests  of  depositors^. 
Temporary  cease  and  desist  orders  are  effective  immediately  upon 
service,  and  may  be  challenged  in  federal  district  court  within  ten 
days  of  service.   12  U.S.C.  §  1818(c)(2). 

Temporary  cease  and  desist  orders  frequently  have  been  used  to 
freeze  or  take  control  of  a  party's  assets  without  prior  review  by 
a  neutral  decisionmaker  of  the  claimed  justification  for  the 
agency's  action.  See,  e.g. .  Parker  v.  Ryan.  959  F.2d  579,  581  (5th 
Cir.  1992)  (order  requiring  former  officer  to  post  security  of  over 
$13,000,000  and  refrain  from  disposing  personal  assets) ;  Spiegel  v. 

Ryan,  946  F.2d  1435,  1436-37  (9th  Cir.  1991)   (order  requiring 

t 

former  officer  to  make  restitution  in  the  sum  of  $21  million 
pending  an  administrative  hearing)  cert,  denied.  112  S.Ct.  1584 
(1992)  Paul  V .  OTS .  763  F.  Supp.  568,  570-71  (S.D.  Fla.  1991) 
(order  freezing  assets  and  requiring  financial  assurances  worth  $30 
million  and  an  agreement  to  comply  with  any  final  administrative 
order),  aff 'd  mem.,  948  F.2d  1297  (11th  Cir.  1991)  (unpublished 
order) . 
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The  Issuance  of  asset  freeze  orders  can  give  the  government 
enormous  leverage  to  force  a  settlement.  This  in  terrorem  effect 
is  illustrated  by  the  highly-publicized  case  involving  the  law  firm 
of  Kaye,  Scholer,  Fierman,  Hayes  &  Handler  ("Kaye,  Scholer") .  In 
1991,  based  on  controversial  allegations  that  Kaye,  Scholer 
attorneys  violated  a  duty  to  disclose  information  concerning  a 
client  to  the  Office  of  Thrift  Supervision  ("OTS") ,  OTS  initiated 
an  administrative  proceeding  seeking  civil  penalties  and  damages 
from  Kaye,  Scholer.  Simultaneously,  OTS  issued  an  order  purporting 
to  freeze  Kaye,  Scholar's  assets.  See  In  the  Matter  of  Peter 
Fishbein.  et  al..  CCH  Federal  Banking  Rep.  J  89,040  (1992).  OTS 
claimed  that  the  order  was  necessary  because  Kaye,  Scholer  lawyers 
had  "shown  a  proclivity"  to  violate  the  law,  were  contesting  an  OTS 
subpoena  for  financial  information,  and  had  "threatened"  to  reduce 
the  firm's  insurance  coverage.  Id.  at  81,258-59. 

Shortly  after  the  OTS  Issued  the  freeze  order,  Kaye,  Scholer' s 
banks  indicated  that  they  would  shut  off  the  firm's  credit  if  Kaye, 
Scholer  did  not  settle  the  case.  See  "Kaye,  Scholer:  The  Tremors 
Continue,"  78  (7)  ABA  J.  50,  60  (1992).  Faced  with  such  extreme 
financial  pressure,  Kaye,  Scholer  promptly  settled  with  OTS  for  $41 
million.   Id. 

II.   The  Constitutionality  Of  Asset  Freese  Orders 

The  striking  feature  of  asset  freeze  orders  such  as  the  one 
utilized  against  Kaye,  Scholer  is  that  they  are  issued  solely  on 
the  authority  of  the  prosecuting  agency  and  take  effect  without 
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prior  review  by  a  neutral  decisionmaker,  such  as  a  judge.  As 
demonstrated  below,  absent  unusual  circvunstances,  such  orders 
violate  due  process. 

A.  The  Supreme  Courtis  Prejudgment  Attachment  Cases 
In  a  series  of  decisions  involving  state  laws  that  authorized 
creditors  to  seize  or  encumber  the  assets  of  alleged  debtors 
without  a  hearing,  the  Supreme  Court  has  recognized  that,  unless 
there  are  exigent  circumstances  that  justify  postponing  a  hearing 
and  procedural  safeguards  against  a  mistaken  deprivation  of 
property,  a  hearing  is  required  prior  to  a  substantial  deprivation 
of  property  by  the  government.  See  Connecticut  v.  Doehr.  Ill  S.Ct. 
2105  (1991) ;  North  Georgia  Finishing.  Inc.  v.  Di-Chem.  Inc..  419 
U.S.  601  (1975);  Fuentes  v.  Shevin.  407  U.S.  67  (1972);  Sniadach  v. 
Family  Finance  Corp.  of  Bay  View.  395  U.S.  337  (1969). 

The  Doehr  case  illustrates  the  application  of  the  Due  Process 
Clause  to  such  unilateral  deprivations  of  property.  Doehr  involved 
a  Connecticut  statute  that  permitted  a  plaintiff  in  a  private 
lawsuit  to  attach  the  defendant's  assets  by  submitting  an  affidavit 
to  a  judge  stating  that  there  was  probable  cause  to  sustain  the 
plaintiff's  claim.  Connecticut  v.  Doehr.  Ill  S.Ct.  at  2109-10.  On 
the  basis  of  such  an  affidavit  in  an  assault  and  battery  case,  a 
judge  had  issued  a  writ  of  attachment  against  Doehr  that  prevented 
him  from  transferring  any  interest  in  his  home  prior  to  resolution 
of  the  plaintiff's  claim.  I^.  at  2110,  2113. 
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The  Court  held  that  the  Connecticut  statute  violated  the  Fifth 

Amendment's  Due  Process  Clause  because  the  property  interest 

affected,  namely,  the  adaility  to  freely  alienate  real  estate,  was 

significant  and  because  the  statute  created  a  risk  of  error  that 

was  not  outweighed  by  a  countervailing  government  or  private 

interest  in  prompt  action.   I^.  at  2111-14;  see  also  Mathews  v« 

Eldridae.  424  U.S.  319  (1976) .   Significantly,  the  Court  rejected 

the  arg\iment  that  attachment  may  be  based  on  the  one-sided  and 

self-serving  allegations  of  an  interested  party,  and  suggested  that 

an  adversary  hearing  normally  is  required  prior  to  an  attachment: 

It  is  self-evident  that  the  judge  could  make 
no  realistic  assessment  concerning  the  ^ 
likelihood  of  an  action's  success  based  upon 
[the  plaintiff's]  one-sided,  self-serving  and 
conclusory  submissions  ....  The 
likelihood  of  error  that  results  illustrates 
that  "fairness  can  rarely  be  obtained  by 
secret,  one-sided  determination  of  facts 
decisive  of  rights  ....  [And  n]o 
better  instrument  has  been  devised  for 
arriving  at  truth  than  to  give  a  person  in 
jeopardy  of  serious  loss  notice  of  the  case 
against  him  and  an  opportunity  to  meet  it." 
Joint  Anti-Fascist  Refugee  Committee  v. 
McGrath.  341  U.S.  123,  170-72  (1951) 
(Frankfurter,  J.,  concurring). 

Id.  at  2114. 

The  procedural  safeguards  provided  by  the  Connecticut  statute, 

namely,  an  expeditious  post-attachment  hearing  subject  to  judicial 

review  and  a  double  damages  action  if  the  original  suit  was 

commenced  without  probedsle  cause,  were  deemed  inadequate  to  cure 

these  defects.   Id.  at  2114-15.   Although  similar  safeguards  had 

been  adequate  to  justify  dispensing  with  a  hearing  in  Mitchell  v. 
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W.T.  Grant  Co..  416  U.S.  600  (1974)  the  Court  distinguished 
Mitchell  on  the  ground  that  it  involved  a  claim  based  on  a  vendor's 
lien  that  was  uncomplicated  and  readily  susceptible  to  docximentary 
proof.  Id.  at  2115.  In  contrast,  the  plaintiff  in  Doehr  had  no 
existing  interest  in  the  defendant's  property  and  asserted  a  fact- 
sensitive  tort  claim.   Id. 

Doehr  suggests  that  the  use  of  temporary  cease  and  desist 
orders  to  freeze  a  party's  assets  pending  the  outcome  of 
enforcement  proceedings  violates  due  process.  Like  the  defendant 
in  Doehr.  the  recipient  of  a  §  1818(c) (1)  freeze  order  is  deprived 
of  its  property  based  on  the  self-interested  allegations  of  the 
party  seeking  the  property.  Moreover,  like  the  proceeding  in 
Doehr,  proceedings  by  the  federal  banking  agencies  typically  raise 
issues  concerning  the  reasonableness  of  the  defendant's  conduct, 
and  cannot  be  evaluated  based  on  one-sided  documentary  evidence. 
Asset  freeze  orders  are,  in  fact,  more  objectionable  than  the 
prejudgment  attachment  at  issue  in  Doehr  because  procedural 
safeguards  available  in  Doehr.  such  as  the  posting  of  a  bond  or  a 
double  damages  action  against  a  wrongful  attachment,  are  not 
present  to  ameliorate  the  harshness  and  unreliability  of  asset 
freeze  orders. 

B.   Judicial  Deference  to  Asset  Freeze  Orders 
Notwithstanding  the  principles  set  forth  in  Doehr  and  similar 
cases,  several  courts  have  permitted  the  banking  agencies  to  freeze 
assets  pursuant  to  §  1818(c) (1)  without  a  prior  hearing.  See  e.g. . 
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Spiegel  v.  Rvan.  946  F.2d  1440-41;  dl  Stefano  v.  OTS.  787  F.  Supp. 

292  (D.R.I  1992);  Paul  V.  OTS.  763  F.  Supp.  at  571-72.  The  leading 

case,   Spiegel  v.   Ryan,   illustrates  the  courts'   failure  to 

scrutinize  adequately  the  constitutionality  of  asset  freeze  orders. 

In  Spiegel.  OTS  ordered  a  former  bank  official  to  pay  or 

guarantee  payment  of  $21  million  pending  the  outcome  of  an 

administrative  hearing  on  charges  that  he  had  participated  in 

improper  loans  and  appropriated  bank  funds  for  personal  use.   Id. 

at  1436-37,  1440.   The  court  of  appeals  rejected  Spiegel's  due 

process  challenge  to  the  OTS  order,  but  the  three-judge  panel  could 

not  agree  on  the  reasons  for  rejecting  that  challenge.   Judges 

Rymer  and  Hall  concluded  that  the  requirements  of  due  process  were 

satisfied  because  judicial  review  was  availeO^le  pursuant  to  § 

1818(c)(2)  within  ten  days  after  the  order  became  effective.   See 

Spiegel  v.  Ryan.  946  F.2d  at  1442-43  (Rymer,  J.  and  Hall,  J., 

concurring) .    This  approach  is  inconsistent  with  settled  due 

process  principles: 

Although  the  Court  has  held  that  due  process 
tolerates  variances  in  the  form  of  a  hearing  . 
.  the  Court  has  traditionally  insisted 
that,  whatever  its  form,  opportunity  for  that 
hearing  must  be  provided  before  the 
deprivation  at  issue  takes  effect. 

Fuentes  v.  Shevin.  407  U.S.  at  82  (citations  omitted)  ;  see  also 

Connecticut  v.  Doehr.  Ill  S.Ct.  at  2114-15.   The  requirement  of  a 

pre-deprivation  hearing  is  particularly  apt  with  respect  to  asset 

freeze  orders  because,  as  the  Kaye,  Scholer  case  illustrates,  such 
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orders  may  effect  an  immediate  and  drastic  deprivation  of  property 
that  is  not  cured  by  the  prospect  of  a  subsequent  hearing.' 

The  remaining  judge  in  the  Spiegel  case,  Judge  Norris, 
acknowledged  the  "general  rule  .  .  .  that  due  process  requires  a 
hearing  before  a  person  may  be  deprived  of  her  property."  Id.  at 
1439.  However,  he  relied  upon  Fuentes  v.  Shevin.  407  U.S.  67 
(1972),  for  the  proposition  that  a  prior  hearing  is  not  required  in 
"extraordinary  situation[s]"  where  (1)  the  seizure  is  "directly 
necessary  to  secure  an  important  governmental  or  general  pviblic 
interest,"  (2)  there  is  "a  special  need  for  very  prompt  action," 
and  (3)  the  seizure  is  initiated  by  "a  governmental  official 
responsible  for  determining,  under  the  standards  of  a  narrowly- 
drawn  statute,  that  it  was  necessary  and  justified  in  the 
particular  instance."  Id.  at  1439,  quoting  Fuentes  v.  Shevin.  407 
U.S.  at  90-91  (emphasis  added);  see  also  FDIC  v.  Mallen.  486  U.S. 
230,  240  (1988)  ("[a]n  important  governmental  interest,  accompanied 
by  a  substantial  assurance  that  the  deprivation  is  not  baseless  or 
unwarranted,  may  in  limited  cases  demanding  prompt  action  justify 
postponing  the  opportunity  to  be  heard  until  after  the  initial 
deprivation") . 

Judge  Norris  then  concluded  that  the  OTS  order  satisfied  this 
exception  to  the  general  requirement  of  a  prior  hearing.  The 
congressional  authorization  for  temporary  freeze  orders  was  viewed 
as  establishing  "a  need  for  prompt  action  against  officers  and 
directors  formally  charged  by  the  OTS,"  and  the  filing  of 
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administrative  charges  against  Spiegel  was  considered  adequate  to 
establish  a  "risk  that  [Spiegel]  would  dissipate  his  assets  or 
attempt  to  put  them  beyond  the  government's  reach."  I^.  at  1440. 
Most  importantly.  Judge  Norris  concluded  that  the  filing  of  charges 
by  OTS  and  its  finding  that  a  freeze  order  was  proper  provided 
"substantial  assurance"  that  the  order  was  "not  baseless  or 
unwarranted."  Id*  This  analysis  is  flawed  in  several  respects. 
First,  it  assumes  that  the  filing  of  formal  charges  by  an  agency 
satisfies  the  constitutional  requirement  that  a  freeze  order  be 
"directly  necessary"  to  meet  a  "special  need  for  very  prompt 
action"  by  the  government.  Such  an  assumption  is  unwarranted:  the 
mere  fact  that  an  agency  alleges  improper  conduct  and  seeks  a  huge 
recovery  does  not  establish  an  imminent  risk  that  the  respondent 
will  conceal  or  dissipate  assets  claimed  by  the  government.  This 
is  illustrated  by  the  Spiegel  case  where,  prior  to  issuing  the 
notice  of  charges  and  freeze  order  against  Spiegel,  the  OTS  spent 
over  seven  months  conducting  a  formal  investigation.  Soieael  v. 
Ryan.  946  F.2d  at  1436-37. 

Any  possible  doubt  that  unilateral  freeze  orders  generally  are 
"directly  necessary"  to  serve  a  "special  need  for  very  prompt 
action"  has  been  eliminated  by  two  statutory  provisions  enacted 
after  the  issuance  of  the  freeze  order  in  Spiegel.  Those 
provisions  authorize  the  federal  banking  agencies  to  obtain  court- 
approved  attachment  of  a  private  party's  assets  without  making  a 
showing  of  irreparable  ham.    fifiS  12  U.S.C.  §§  I8l8(i)(4), 
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1821(d) (18) .*  In  light  of  these  extremely  permissive  provisions 
for  prompt  court-ordered  attachment,  only  in  a  truly  unusual  case 
could  a  unilateral  attachment  meet  the  constitutional  requirement 
of  being  "directly  necessary"  to  serve  a  "special  need  for  very 
prompt  action."   Fuentes  v.  Shevin.  407  U.S.  at  90-91.' 

Judge  Norris  also  erred  by  concluding  that  OTS'  belief  in  the 
appropriateness  of  its  own  order  provided  "substantial  assurance" 
that  the  order  was  "not  baseless  or  unwarranted."  Id.  at  1440. 
Such  uncritical  acceptance  of  government  action  fails  to  recognize 
the  basic  purpose  of  the  Due  Process  Clause  "to  protect  the  fragile 
values  of  a  vulnerable  citizenry  from  the  overbearing  concern  for 
efficiency  and  efficacy  that  may  characterize  praiseworthy 
government  officials  no  less,  and  perhaps  more,  than  mediocre 
ones."  Fuentes  v.  Shevin.  407  U.S.  at  90-91  n.  22,  quoting  Stanley 
V.  Illinois.  405  U.S.  645,  656  (1972).  It  also  ignores  the 
principle  that  due  process  generally  does  not  permit  a  deprivation 
of  property  based  solely  on  the  one-sided  allegations  of  an 
interested  party,  and  requires  some  sort  of  independent  check,  such 
as  an  adversary  hearing  or  a  grand  jury's  determination  of  probable 
cause,  prior  to  a  significant  deprivation  of  property.  See 
Connecticut  v.  Doehr.  Ill  S.Ct.  at  2114;  EPIC  v.  Mallen.  486  U.S. 
230,  240  (1988). 

More  fundamentally,  if,  as  Judge  Norris  apparently  assumed, 
vinilateral  seizures  of  property  may  be  justified  based  on  the 
interested  findings  of  prosecutorial  officials,  then  there  are  few 
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unilateral  deprivations  of  property  that  cannot  be  made  to  pass 
constitutional  muster.  Such  a  result  is  patently  inconsistent  with 
the  rule  that  a  prior  hearing  is  required  except  in  "truly  unusual" 
or  "extraordinary"  cases.   Fuentes  v.  Shevin.  407  U.S.  at  90. 

The  need  for  some  sort  of  independent  check  on  the 
prosecutorial  zeal  of  agency  officials  is  dramatically  illustrated 
by  the  Kaye,  Scholer  case.  There,  OTS  argued  that  Kaye,  Scholer, 
an  esteiblished  firm  with  over  400  attorneys,  was  likely  to 
dissipate  its  assets,  including  its  insurance  coverage,  in  response 
to  the  filing  of  formal  charges.  Commentators  have  recognized  that 
the  government's  claimed  justification  for  the  freeze  order  was 
untenable.  See  Note,  Inefficiency  And  Abuse  Of  Process  In  Banking 
Regulation:  Asset  Seizures,  Law  Firms,  And  The  RICOization  Of 
Banking  Law,  79  Va.  L.  Rev.  205,  215-16  &  n.  49,  51-52  (1993). 

Although  the  government's  claim  that  Kaye,  Scholer  would 

respond  to  a  massive  claim  by  dissipating  assets  and  reducing  its 

insurance  coverage  was  nonsensical,  that  claim  never  was  tested 

because  the  freeze  order  forced  an  immediate  settlement.   This 

scenario  —  in  which  the  harshness  of  a  freeze  order  effectively 

forecloses  subsequent  judicial  review  —  underscores  the  need  for 

the  intervention  of  a  neutral  decision-maker  before  such  orders  are 

issued.* 

III.  Administrative  Adjudication  Of 

FiRREA's  "Civil"  Monetary  Penalties 

In  1989,  Congress  enacted  the  Financial  Institutions  Reform, 

Recovery  and  Enforcement  Act  ("FIRREA") .   FIRREA  greatly  expanded 
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the  authority  of  the  banking  agencies  to  impose  monetary  penalties. 
In  contrast  to  pre-FIRREA  law,  which  permitted  administrative 
adjudication  of  monetary  penalties  of  $1,000  per  day,  see,  e.g.  .  12 
U.S.C.  §  1818(i) (2) (i)  (1989),  FIRREA  authorized  administrative 
adjudication  of  penalties  of  $5,000,  $25,000  and  $1,000,000  per  day 
against  individuals  and  persons  other  than  depositary  institutions, 
and  penalties  of  $5,000,  $25,000  and  the  lesser  of  $1,000,000  per 
day  or  1%  of  total  assets  against  insured  depositary  institutions. 
See  12  U.S.C. 

§  1818(i) (2) (A)-(H) .  The  administrative  adjudication  of  these 
penalties  is  subject  only  to  limited  judicial  review  under  the 
Administrative  Procedure  Act.  See  12  U.S.C.  §  1818(h)(2),  citing 
5  U.S.C.  §§  702-06. 

The  Constitution  does  not  permit  a  non-Article  III  tribunal, 
such  as  an  administrative  agency,  to  adjudicate  federal  criminal 
penalties.  See  United  States  ex  rel.  Toth  v.  Ouarles.  350  U.S.  11 
(1955);  Northern  Pipeline  Co.  v.  Marathon  Pipeline  Co..  458  U.S. 
50,  70  n.24  (1982)  (plurality  opinion).  Indeed,  even  the 
adjudication  of  pre-trial  matters  in  criminal  cases,  such  as 
suppression  motions,  must  be  subject  to  control  and  jlg  novo  review 
by  an  Article  III  judge,  geg  United  States  v.  Raddatz.  447  U.S. 
667  (1980) . 

FIRREA 's  draconian  monetary  penalties  of  up  to  $1  million  per 
day  are  a  far  cry  from  the  garden-variety  regulatory  penalties  at 
issue  in  the  typical  civil  case.  This  raises  the  question  whether, 
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although  denominated  "civil,"  FIRREA's  monetary  penalties  may  be 

sufficiently  criminal  in  nature  that  they  cannot  be  adjudicated  by 

an  administrative  tribunal. 

A.    The  Distinction  Between  "Civil"  And 
"Criminal"  Sanctions 

Where  Congress  has  indicated  that  it  considers  a  sanction  to 
be  civil,  that  intent  can  be  overcome  only  by  clear  proof  that  the 
provision  is  "punitive  either  in  purpose  or  effect."  United  States 
V.  Ward.  448  U.S.  242,  248-49  (1980);  see  also  Allen  v.  Illinois. 
478  U.S.  364,  368-69  (1986).  For  example,  in  Kennedy  v.  Martinez- 
Mendoza,  the  Court  held  that  a  statute  that  divested  draft  evaders 
of  citizenship  was  "criminal"  in  nature  because  the  statute's 
language  and  legislative  history  demonstrated  that  the  loss  of 
citizenship  was  intended  as  punishment.  See  Kennedy  v.  Mendoza- 
Martinez.  372  U.S.  at  168-69.' 

A  sanction  that  is  denominated  "civil"  also  may  be  deemed  to 
impose  a  criminal  punishment  where  the  eunount  of  the  sanction  is 
grossly  disproportionate  to  a  legitimate  remedial  purpose.  See  Rex 
Trailer  Co.  v.  United  States.  350  U.S.  148,  150-54  (1956)  ($2,000 
penalty  per  violation  was  not  "so  unreasonable  and  excessive"  in 
relationship  to  the  government's  loss  as  be  a  criminal  penalty) ; 
United  States  ex  rel.  Marcus  v.  Hess.  317  U.S.  537  (1943)  (statute 
permitting  qui  tam  plaintiff  to  divide  a  penalty  of  $2,000  per 
violation  plus  double  damages  and  costs  of  suit  with  the  government 
did  not  impose  a  criminal  punishment  because  it  was  intended  to 
fully  compensate  the  government  for  its  losses)  ;  see  also  Austin  v. 
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U.S. .  113  S.Ct.  2801,  2804-05  n.4  (1993)  ("those  [constitutional] 
protections  associated  with  criminal  cases  may  apply  to  a  civil 
forfeiture  proceeding  if  it  is  so  punitive  tliat  the  proceeding  must 
reasoneibly  be  considered  criminal."). 

The  relationship  between  the  eunount  of  the  sanction  and  the 
government's  losses  also  was  emphasized  in  United  States  v.  Halper. 
490  U.S.  435  (1989)  .  There,  the  defendant  had  been  convicted 
under  the  criminal  provisions  of  the  False  Claims  Act  and  sentenced 
to  two  years  imprisonment  and  a  $5,000  fine  for  submitting  65  false 
Medicare  claims  worth  $585.  Id.  at  437.  The  government 
sxibsequently  brought  a  civil  action  under  the  False  Claims  Act 
against  Halper  seeking  $130,000  in  penalties  for  Halper's 
submission  of  $585  in  false  claims.   Id.  at  441. 

The  Court  addressed  the  issue  whether  the  civil  monetary 
penalty  constituted  a  second  "punishment"  within  the  meaning  of  the 
Double  Jeopardy  Clause.  It  concluded  that  "in  a  particular  case 
a  civil  penalty  .  .  .  may  be  so  extreme  and  so  divorced  from  the 
Government's  damages  and  expenses  as  to  constitute  punishment" 
within  the  meaning  of  the  Double  Jeopardy  Clause.  Id.  at  442.  It 
further  concluded  that,  where  a  civil  penalty  "bears  no  rational 
relationship  to  the  goal  of  compensating  the  government  for  its 
loss"  the  trial  court  is  required  to  determine  whether  the  monetary 
sanction  is  "so  disproportionate"  to  the  government's  loss  as  to 
constitute  a  second  "punishment"  within  the  meaning  of  the  Double 
Jeopardy  Clause.   Id.  at  449-50.  Applying  this  standard,  Halper's 
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asserted  liability  for  $130,000  was  considered  to  be  sufficiently 

disproportionate  to  the  trial  court's  estimate  of  the  government's 

damages  and  expenses  ($16,535)  to  constitute  a  second  "punishment" 

within  the  meaning  of  the  Double  Jeopardy  Clause.   X^.  at  452.' 

Although  ostensibly  limited  to  the  issue  whether  a  sanction 

constitutes  "punishment"  for  the  purposes  of  the  Double  Jeopardy 

Clause,  Halper  may  signal  a  greater  willingness  to  classify  a 

sanction  as  "criminal"  based  on  its  manifest  punitive  effect,  and 

notwithstanding  its  appellation.   See  also  Hicks  v.  Feiock.  485 

U.S.   624,   631   (1988)   ("[T]he  labels  affixed  either  to  the 

proceeding  or  to  the  relief  imposed  .  .   .  are  not  controlling  and 

will  not  be  allowed  to  defeat  the  applicable  protections  of  federal 

constitutional  law") . 

B.   Applying  The  "Criminal"  -  "Civil" 
Distinction  To  FIRREA's  Monetary  Penalties 

Although  FIRREA's  monetary  penalties  are  denominated  "civil," 
they  may  be  sufficiently  punitive  in  purpose  and  effect  to 
constitute  criminal  sanctions  under  cases  such  as  Mendoza-Martinez . 
Ward  and  Halper.  FIRREA's  monetary  penalties  appear  to  serve  a 
punitive,  rather  than  a  remedial,  purpose.  The  sheer  magnitude  of 
the  penalties  —  from  $5,000  to  $1  million  per  day  —  exceeds 
virtually  any  criminal  fine.  The  punitive  purpose  of  FIRREA's 
civil  penalty  provisions  further  is  indicated  by  the  fact  that 
FIRREA  contains  separate  compensatory  and  preventative  remedies, 
see  12  U.S.C.  §  1818(b)(1))  (cease-and-desist  orders);  12  U.S.C.  § 
1818(e),   (removal/prohibition  orders);  12  U.S.C.   §  1818(b)(6) 

-  15  - 

o  1993  American  Association  of  Bank  Directore  ViUa/Braun 


497 


(orders  requiring  "restitution  .  .  .  reimbursement,  indemnification 
or  guarantee  against  loss") . 

FIRREA's  monetary  penalties  also  arguaJily  rise  to  the  level  of 
criminal  sanctions  because  they  bear  little  relationship  to  the 
government's  losses  from  the  misconduct  at  issue.  For  exeunple, 
FIRREA  permits  a  penalty  of  $5,000  or  $25,000  per  day  to  be  imposed 
on  an  insured  depositary  institution  or  institution-affiliated 
party  who  violates  any  law  or  regulation,  and  does  not  require  the 
eunount  of  the  penalty  to  reflect  the  amount  of  the  loss  allegedly 
sustained  by  the  government.  12  U.S.C.  §  1818(1) (2) (A) (i) , 
(B) (i) (I) .'  FIRREA  also  permits  the  $5,000  and  $25,000  per  day 
penalties  to  be  increased  to  $1  million  per  day  based  solely  on 
whether  the  respondent  acted  knowingly.  See  12  U.S.C.  § 
1818 (i) (2) (C) (i) .  The  imposition  of  a  sanction  based  on  a  party's 
mental  state  is  one  of  the  hallmarks  of  criminal  punishment.  See 
Kennedy  v.  Mendoza-Martinez .  372  U.S.  at  168-69." 

COMCLUSIOH 

Unilateral  asset  freeze  orders  issued  by  the  federal  banking 
agencies  are  constitutionally  suspect  because  the  government's 
self-interested  findings  in  support  of  such  orders  are  inherently 
unreliable  and  because  the  government  rarely  has  a  strong  interest 
in  freezing  a  party's  assets  without  any  prior  hearing.  In 
addition,  FIRREA's  expanded  monetary  penalties  may  constitute 
criminal  sanctions  that  cannot  be  adjudicated  by  the  banking 
agencies,  and  that  must  be  adjudicated  by  Article  III  courts. 
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ENDNOTES 

1.  The  federal  banking  agencies  include  the  Comptroller  of  the 
Currency,  the  Board  of  Governors  of  the  Federal  Reserve,  the 
Federal  Deposit  Insurance  Corporation  and  the  Office  of  Thrift 
Supervision.   See  12  U.S.C.  §  1813 (q). 

2.  12  U.S.C.  §  1818(c)(1)  provides,  in  pertinent  part: 

Whenever  the  appropriate  Federal  banking 
agency  shall  determine  that  the  violation  or 
threatened  violation  or  the  unsafe  or  unsound 
practice  or  practices,  specified  in  the 
notice  of  charges  .   .    .or  the 
continuation  thereof  is  likely  to  cause 
insolvency  or  significant  dissipation  of 
assets  or  earnings  of  the  depositary 
institution,  or  is  likely  to  weaken  the 
condition  of  the  depositary  institution  or 
otherwise  prejudice  the  interests  of  its 
depositors  prior  to  the  completion  of 
[administrative  cease-and-desist 
proceedings] ,  the  agency  may  issue  a 
temporary  order  requiring  [the  respondent]  to 
cease  and  desist  from  any  such  violation  or 
practice  and  to  take  affirmative  action  to 
prevent  or  remedy  such  insolvency, 
dissipation,  condition  or  prejudice  pending 
completion  of  such  proceedings. 


3.    Even  assuming,  for  the  sake  of  argument,  that  a  full-and- 
fair  hearing  following  issuance  of  an  asset  freeze  order  could 
provide  due  process,  §  1818(c)(2)  generally  has  not  been 
construed  to  provide  for  such  a  hearing.   For  example,  in  di 
Stefano  v.  OTS.  787  F.  Supp.  292  (D.R.I.  1992),  the  court 
required  the  recipient  of  an  asset  freeze  order  to  demonstrate  "a 
substantial  likelihood"  of  success  in  the  administrative 
proceedings,  "irreparable  injury  if  the  injunction  is  not 
granted,"  "that  such  injury  outweighs  any  harm  the  injunction,  if 
granted,  would  inflict  on  [the]  defendant,"  and  "that  granting 
the  injunction  will  not  adversely  affect  the  public  interest." 
Id.  at  294  (emphasis  in  original)  (citations  omitted) .   The  court 
then  noted  that,  "[g]enerally,  a  temporary  loss  of  money  does  not 
constitute  irreparable  injury,"   —  thereby  suggesting  that  a 
plaintiff  will  not  necessarily  prevail  under  §  1818(c)(2)  even  if 
there  is  a  substantial  likelihood  that  the  agency's  case  is 
without  merit.   Id.  at  296.   Some  courts  have  expressed  a 
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willingness  to  rubber-stamp  the  agency's  determination.   See 
Parker  v.  Ryan.  959  F.2d  579,  583  (5th  Cir.  1992)  ("judicial 
review  is  adequately  carried  out  if  the  agency  presents  a  prima 
facie  case  of  illegality"  based  on  "a  verified  statement"  of  the 
agency's  allegations);  Paul  v.  OTS.  763  F.  Supp.  at  572-73.  (OTS 
need  only  provide  "* substantial  assurance'  that  the  deprivation 
is  not  baseless  or  unwarranted  i.e.  does  FIRREA  encompass 
[defendant's]  activities")  (citations  omitted) . 

4.  12  U.S.C.  §  1818(i)(4)  permits  a  court  to  issue  a 
restraining  order  that  prohibits  the  subject  of  an  administrative 
proceeding  from  dissipating  assets,  and  provides  that  the 
restraining  order  "shall  be  granted  without  bond  upon  a  prima 
facie  showing  that  money  damages,  restitution  or  civil  money 
penalties,  as  sought  by  such  agency  is  appropriate."  Similarly, 
12  U.S.C.  §  1821(d) (18)-(19)  provides  that,  where  a  federal 
banking  agency  is  acting  as  a  receiver  or  conservator,  it  may 
obtain  an  asset  freeze  order  in  federal  court  under  Rule  65  of 
the  Federal  Rules  of  Civil  Procedure  "without  regard  to  the 
requirement  of  such  rule  that  the  applicant  show  that  the  injury, 
loss  or  dcimage  is  irreparable  and  immediate." 

5.  The  provisions  for  court-ordered  attachment  will,  however, 
themselves  be  subject  to  constitutional  attack  if  they  are 
construed  to  permit  attachment  based  solely  on  a  prima  facie 
showing  by  the  government  of  some  illegal  conduct,  see  OTS  v. 
Lopez.  960  F.2d  958,  961-62  (11th  Cir.  1992).   Such  an  approach 
does  not  satisfy  the  requirement  that  the  government  demonstrate 
that  attachment  is  necessary  because  of  a  genuine  risk  that 
insufficient  assets  will  be  available  to  satisfy  a  judgment.  See 
Fuentes  v.  Shevin.  407  U.S.  at  90-91;  Cf.  Board  of  Governors  v. 
Pharoan,  140  F.R.D.  642,  644  n.  3  (S.D.N.Y.  1991)  (acknowledging 
"due  process  concerns"  raised  by  §  1818 (i) (4)). 

6.  This  position  has  been  adopted  by  The  American  Bar 
Association,  which  recently  passed  a  resolution  in  support  of 
legislation  that  would  require  a  judicial  hearing  before  issuance 
of  an  asset  freeze  order.   See  American  Bar  Association  House  Of 
Delegates  Report  Of  Action  Taken  At  1993  Annual  Meeting  at  2; 
American  Bar  Association,  Reports  With  Recommendations  To  The 
House  Of  Delegates,  Item  No.  110  (August  1993). 

7.  In  Mendoza-Martinez .  the  Court  also  listed  seven  factors 
that  are  relevant  to  the  determination  whether  an  apparently 
civil  statute  is  pxonitive  "in  purpose  or  effect,"  and  therefore 
properly  deemed  to  be  criminal.   The  factors  are: 
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whether  the  sanction  involves  an  affirmative 
disaibllity  or  restraint,  whether  it  has 
historically  been  regarded  as  punishment, 
whether  it  comes  into  play  only  on  a  finding 
of  scienter,  whether  its  operation  will 
promote  the  traditional  aims  of  punishment  — 
retribution  and  deterrence,  whether  the 
behavior  to  which  it  applies  is  already  a 
crime,  whether  the  alternative  purpose  to 
which  it  may  rationally  be  connected  is 
assigneible  for  it,  and  whether  it  appears 
excessive  in  relation  to  the  alternative 
purpose  assigned   .... 

Kennedy  v.  Mendoza-Martinez.  372  U.S.  at  168-69.   The  Court 
subsequently  stated  that  these  factors  are  "helpful"  in  resolving 
the  question  whether  a  particular  penalty  is  criminal,  but  are 
"neither  exhaustive  nor  dispositive."  United  States  v.  Ward.  448 
U.S.  242,  249  (1979). 

8.  The  Court  then  remanded  the  case  to  permit  the  government  to 
challenge  the  trial  court's  estimate  of  the  government's  loss. 
United  States  v.  Halper.  490  U.S.  at  452. 

9.  FIRREA  requires  the  agency  to  take  the  following  factors 
into  account  in  determining  the  penalty  to  be  imposed:  the  "good 
faith"  of  the  defendant,  the  "gravity  of  the  violation,"  "the 
history  of  previous  violations,"  and  "such  other  matters  as 
justice  may  require."   12  U.S.C.  §  1818(i)(G). 

10.  One  court  has  construed  FIRREA  to  permit  the  imposition  of 
civil  penalties  where  the  defendant's  alleged  misconduct  was 
neither  intentional  nor  negligent.   See  Lowe  v.  FDIC.  958  F.2d 
1526  (11th  Cir.  1992)  (civil  penalties  imposed  on  bank  director 
who  inadvertently  approved  loans  that  violated  regulatory 
requirements) .   The  imposition  of  civil  penalties  without  a 
finding  of  culpability  is  totally  incompatible  with  a  sensible 
public  policy  and  will  surely  operate  to  keep  reasonable  business 
people  off  the  boards  of  financial  institutions. 
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COMMITTEE  ON  BANKING,  FINANCE  AND  URBAN  AFFAIRS 

Of  the 

U.S.  HOUSE  OF  REPRESENTATIVES 

NOVEMBER  17,  1993 


My  experience  as  a  bank  director  dates  back  six  years.  I  am 
one  of  the  founders  of  Allegiance  Bank,  a  100  million  dollar 
community  bank  with  headquarters  in  Bethesda,  Maryland.  I  was 
chairman  of  Fannie  Mae  for  12  years  prior  to  my  retirement.  I 
earlier  served  as  a  member  of  the  House,  followed  by  a  stint  as 
General  Counsel  of  the  Housing  and  Home  Finance  Agency  (HHFA) ,  the 
predecessor  of  HUD.  When  not  in  Washington,  I  have  been  engaged  in 
the  practice  of  law  in  California. 

I  would  like  to  address  the  Committee's  interest  in  the 
appropriate  standard  of  care  to  which  bank  and  savings  institution 
directors  should  be  held  accountable. 

I  can  understand  Congress's  concern  with  the  conduct  of  bank 
officers  and  directors.  There  have  been  instances  of  incompetence, 
negligence  and  outright  fraud  that  have  cost  the  FDIC  and  the 
American  taxpayers  a  great  deal  of  money.  It  is  only  proper  that 
Congress  seek  by  legislative  action  to  stop  the  bloodletting. 

However,  it  is  very  important  for  the  banking  industry  and 
those  it  serves  not  to  engage  in  overkill  and  impose  on  bank 
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directors  a  degree  of  responsibility  which  discourages  or  makes  it 
impossible  for  good  people  of  various  occupations  to  serve  as  such; 
or  inhibits  directors  to  the  point  they  reject  loans  that  could  and 
should  be  made,  to  the  detriment  of  the  community  served. 

A  bank  board  ideally  should  embrace  a  variety  of  skills  and 
backgrounds,  that  is,  businessmen,  lawyers,  educators,  doctors, 
farmers,  labor  leaders.  They  bring  in  depositors  and  loan 
applicants,  and  they  often  times  provide  insights  to  management 
with  respect  to  particular  problems  or  particular  borrowers.  Many 
bank  and  savings  institution  directors,  especially  directors  of 
relatively  small  community  banks,  serve  for  very  modest  fees  —  in 
my  case  $200  per  meeting  and  no  annual  retainer  or  stock  options  — 
and  spend  a  substantial  amount  of  time  and  effort  —  time  away  from 
their  principal  pursuits,  I  know  that  from  my  own  experience,  I 
spend  considerably  more  time  as  a  director  of  Allegiance  Bank  than 
I  do  as  a  director  of  a  multinational  corporation,  and  the  pay  is 
far  less. 

Bank  directors  should  not  be  placed  in  the  shoes  of  management 
when  its  actions  or  inactions  are  evaluated.  And  yet  that  is  the 
way  the  law  is  sometimes  being  interpreted  and  applied.  Bank 
directors  are  being  sued  and  prosecuted  because  of  loans  gone  bad. 
There  but  for  the  grace  of  God  go  I.  As  a  member  of  the  loan 
committee,  I  have  approved  loans  that  have  defaulted  with  resulting 
loss  to  the  bank.  It  is  not  the  job  of  the  directors  to  underwrite 
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loans.  That  is  the  function  of  officers  and  staff.  A  director  has 
only  two  or  three  hours  at  a  meeting  to  pass  on  a  raft  of  loans. 
All  that  can  reasonably  be  expected  of  a  director  in  connection 
with  the  approval  or  review  of  individual  loans  is  that  he  attend 
meetings  regularly,  read  his  briefing  material,  listen  to  the 
presentations,  add  any  relevant  knowledge  of  his  own,  and  then  use 
his  business  judgment  in  voting.  In  the  absence  of  dishonesty, 
conflict  of  interest  or  self  dealing,  that  should  be  the  limit  of 
the  government's  expectations  and  demands. 
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FDIC  addresses  three 
D&O  lawsuit  issues 

The  agency  says  rumors  about  its  policies  regarding  directors 
and  officers  of  failed  banks  are  highly  exaggerated 


I? 

■  1  DIC's  protesslonal  liability 
^L  lawsuits  are  the  subject  of 
much  criticism  lately.  In  particular, 
some  observers  accuse  us  of  suing  too 
many  former  officers  and  directors  of 
failed  banks. 

They  claim  that  we  sue.  as  scape- 
goats, former  directors  who  merely  got 
caught  up  in  a  bank  cnsis  caused  by 
forces  beyond  their  control.  One  cntic 
recently  charged  that  we  rely  on  hind- 
sight to  sue  on  loans  that  went  sour 
merely  because  of  general  economic 
conditions  but  that  were  sound  at  the 
time  they  were  made. 

The  consequence  of  FDIC's  claims, 
our  critics  contend,  is  that  able  men 
and  women  are  discouraged  from 
assuming  bank  directorships — just 
when  the  industry  needs  their  talents 
the  most. 

The  record  should  be  set  straight. 
Many  of  these  charges  are  based  more 
on  misinformation  than  fact.  Repeated 
often  enough,  this  misinformation  may 
well  have  the  effect  that  FDIC's  cntics 
warn  against — good  people  will  be 
scared  off  unnecessanly  from  becom- 
ing bank  directors  or.  in  the  case  of 
professionals  such  as  attorneys,  from 
taking  on  bank  clients. 

There  should  be  no  doubt  that  FDIC 
will  hold  people  accountable  for  their 
role  in  bank  failures,  and  will  pursue 
those  whom  we  believe  were  lax.  irre- 
sponsible, or  dishonest.  But  in  decid- 

Alfred  J  T  Byrne  is  General  Counsel 
of  the  Federal  Deposit  Insurance  Cor- 
poranon.  Judith  Bailey  is  a  counsel  in 
FDIC  s  Professional  Liabiliry  Section 

The  authors'  remarks  apply  only  to 
the  professional  liahtliiy  claims  of 
FDIC.  not  the  Resolution  Trust  Corp 
The  Legal  Divisions  of  the  rno  agen- 
cies have  heen  independent,  with  sepa- 
rate procedures,  since  1991 . 
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ing  when  to  sue.  we  make  careful 
judgments  m  an  effort  to  apply  the  law 
fairly  and  to  ensure  that  we'll  recover 
more  than  we'll  spend. 

What  we  hope  to  do  here  is  to  dis- 
pel three  popular  myths  about  our 
suits:  ( 1 )  that  we  sue  everyone;  (2)  that 
we  sue  all  "deep  pockets  ";  and  1 3)  that 
our  lawsuits  for  bad  loans  are  based  on 
■'20-20  hindsight." 


From  the  editors 

This  article  is  presented  m  the 
spmt  of  promoting  a  continuing  dia- 
log between  regulators  and  the 
banks  they  regulate  Bankers  wish- 
ing to  express  opinions  on  the 
issues  raised  by  FDIC  m  this  article 
are  encouragea  to  contnbute  their 
views  as  letters  to  ABA  Banking 
Journal's  editor 


Myth  No.  1: 
"FDIC  Suet  Everyone" 

One  statistic  alone  should  refute 
this.  Since  1985.  FDIC  has  sued  at 
least  one  former  director  or  officer  of 
about  20'7f  of  the  failed  banks.  This 
indicates,  among  other  things,  the  dis- 
tinctions we  draw  regarding  an  indi- 
vidual officer's  or  director's  involve- 
ment in  specific  transactions  and  bank 
policies. 

Consider  these  figures  in  the  con- 
text of  other  statistics.  At  mid-year 
1992.  FDIC  had  case  files  on  673 
failed  institutions — 538  banks  and  135 
failed  thrifts  that  had  been  insured  by 
the  defunct  Federal  Savings  and  Loan 
Insurance  Corp.  Most  potential  claims 
in  these  files  are  still  in  the  investiga- 
tion stage,  and  many  will  be  "closed 
out "  w  iihout  filing  a  lawsuit. 

However,  from  these  673  case  files. 
FDIC  had  295  pending  professional 


liability  lawsuits.  These  suits  included 
185  claims  against  former  directors 
and  officers  (claims  against  multiple 
officers  or  directors  from  the  same 
organization  are  counted  as  one  claim 
in  this  figure  I;  45  against  attorneys;  18 
against  accountants;  30  against  fidelity 
bond  carriers  and  against  appraisers 
and  commodities  and  securities  bro- 
kers; and  the  rest  from  a  selection  of 
other  miscellaneous  categories  of 
cases. 

Since  1985.  FDIC  has  recovered 
over  $1.2  billion  in  claims  against 
directors,  officers,  and  outside  profes- 
sionals. This  figure  includes  recovenes 
from  banks  and  old  FSLIC  thrifts 
(those  failing  before  1989i.  which 
FDIC  inherited.  Although  clearly  a 
significant  sum.  it  is  only  j  ^mall  frac- 
tion of  the  total  losses  suffered  from 
bank  and  thrift  failures  dunns  the 
1980s. 

Interestingly,  the  L  S  General 
.Accounting  Office,  in  recent  Senate 
subcommittee  testimony,  stated  that 
FDIC's  performance  in  investigating 
and  litigating  D&O  claims  "could  be 
better " — that  we  should  be  tiling  more 
lawsuits.  Perhaps  the  crlIlCl^m  cnmini 
at  us  from  both  sides — ihjt  we  arc  too 
aggressive  or  not  aggressive  enough — 
indicates  that  we  are  -tpking  j  prcttv 
good  balance  in  deciding  when,  and 
when  not.  to  sue. 

Myth  No.  2: 
"FDIC  Suet  All  Deep  PockeU" 

This  charge  is  more  accurately 
described  as  a  half-truth  than  a  m\th. 
■After  concluding  an  investigation. 
FDIC  sues  directors  and  officers  only 
if  two  tests  are  met:  ( 1 1  the  claim  in 
sound  on  the  ments  (both  factual  and 
legal)  and  (2)  the  claim  is  likclv  n. 
prove  cost-effective. 

Both  tests  must  be  met.  We  hclicl.- 
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il  is  inappropriate  lo  bring  the  "force 
of  ihe  govemmem"  lo  bear  abieni  evi- 
dence of  wrongdoing.  At  the  same 
time.  *e  don't  want  to  throw  good 
mone>  after  bad  if  there  are  no  funds 
to  recover. 

This  does  not  mean  that  w  rongdoers 
without  resources  won't  be  held 
accountable.  FDIC  ma> — and  does — 
refer  matters  to  the  Depanmeni  of  Jus- 
tice for  consideration  of  criminal  pros- 
ecution. It  also  ma>  pursue,  or  encour- 
age other  agencies  to  pursue,  adminis- 
trative enforcement  action  for  restitu- 
tion, civil  money  penalties,  removal, 
prohibition,  or  other  appropriate  reme- 
dies. 

The  "deep  pockets'  charge  also  has 
been  leveled  at  our  lawsuits  against 
attorneys  and  accountants.  But  the 
same  two-part  test  applies  when  suing 
these  outside  professionals. 

.Nor  do  we  concoct  radical  theories 
to  go  after  professional  malpractice 
insurance  policies,  another  favorite 
charge.  Many  of  our  malpractice 
claims  involve  straightforward  errors, 
such  as  the  attorneys  failure  to  check 


or  perfect  security  interests  or  lo  pro- 
vide sound  opinions.  Also,  regrettably, 
it  would  show  that  many  of  these  cases 
involve  attorneys  who  were  not  loyal 
to  their  client,  the  bank;  instead,  they 
looked  out  for  the  interests  of  bank 
officers  or  other  insiders  who  hired 
them  and  paid  their  fees. 


"We  won 't  settle  our 
cases  on  the  cheap. 
When  we  file  a  lawsuit, 
we  are  fully  prepared  to 
take  it  to  trial  if  a  rea- 
sonable settlement 
is  not  reached" 


FDIC  employs  a  multi-layered 
review  process  to  make  sure  that  ail 
lawsuits  meet  the  two-part  test  and  are 
fair  and  consistent  with  other  suits 
against  professionals.  The  initial  rec- 
ommendation 10  sue  is  made  by  a  staff 
attorney.  That  recommendation  is 


reviewed  first  within  the  Professional 
Liability  Section,  then  at  a  senior  level 
in  the  Division  of  Liquidation  and 
senior  levels  within  the  Legal  Divi- 
sion. The  t1nal  decision  to  tile  a  law- 
suit is  subject  to  review  bs  the  General 
Counsel  and  approval  b>  the  Chair- 
man's office. 

The  great  majoriiy  of  our  recover- 
ies— over  9(K/; — ha\e  come  from 
insurance,  primarily  directors  and 
officers'  liability  policies;  malpractice 
policies  in  the  case  ol  attorney^  and 
accountants:  and  bankers'  blanket 
bonds. 

Increasingly,  in  the  future,  more 
recoveries  may  have  to  come  from  per- 
sonal assets  if  more  failed  banks  don't 
have  D  &  O  insurance  or  the  policies 
contain  so-called  "regulatory  exclu- 
sions "  These  e.xclusions  purport  to 
exclude  coverage  for  claims  brought 
by  FDIC  and  other  government  agen- 
cies— even  though  the  same  suit 
brought  by  another  pans,  such  as  the 
former  shareholders,  would  be  cov- 
ered. 

Several  cases  now  before  the  U.S. 


Beat  check  cashers 
at  their  own  game! 

Booth  1202,  ABA  Annual  Convention.  Boston,  October  17-20.  1992. 
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Courts  of  Appeals  will  attempt  lo 
address  this  issue. 

For  a  number  of  reasons.  FDIC  pro- 
motes early  seillement:  ( I )  we  don'i 
spend  as  much  on  outside  counsel.  Iiti- 
2aims  the  case;  (2)  more  funds  are 
available  10  pa\  our  claims,  instead  of 
defendants'  legal  bills:  and  l3)  we 
don't  lose  the  lime  value  of  money.  At 
the  same  time,  we  wont  settle  our 
cases  on  the  cheap.  When  we  file  a 


lawsuit,  we  are  fully  prepared  to  take  it 
to  inal  if  a  reasonable  settlement  is  not 
reached. 

Myth  No.  3: 
"FDIC  Sues  Based  on  Hindsight" 

Because  it  may  intluence  current 
and  prospective  bank  directors,  it  is 
important  to  understand  the  standard 
we  employ  in  suing  on  bad  loans  and 
other  transactions. 


BobWalster 
once  swore 
against 
annuities. 

Now  he 
swears 
by  them. 

"f  onre  siiorrrhat  we'i/  nei'er  sell  annuina."  says  Bob  Wahter,  hrsUent.  First 
National  &ink  ofMc  Vemon  in  Missoun."lna  the  board  and  some  young 
bloods  on  my  staff  were  hoiiruiing  me  to  do  it  so  I  deaded  to  start  a  program 
— just  to  prove  them  u/rvng. 

'Then  I  found  Holden.  There  are  150  companies  selling 

iDiniunes  at  banking  institutions,  but  only  Holden  is  endorsed 

by  the  Amenean  Bankers  Association  And  over  70%  of  the 

fonds  going  into  the  anniuty  program  come  from  ouBide  the 

bank.  That's  because  Holden  believes  in  spending  the  time  to 

tram  representatives  to  look  fi)r  hidden  pockets  of  money  They  make  selling 

annuities  a  natural  oaension  of  how  we  do  business  -  where  selling  is  really  ser- 

viang  die  nistomer. 

"So  what  has  Holdeni  annuity  prognmi  done  for  usf  Well  besides  proving  me 
u  mng  It's  brou^t  us  new  aistomers.  It's  tied  our  existing  aistomen  to  us  more 
closely  and  its  making  us  money  VChat  else  could  liiskforr  " 

The  Holden  Group's  ABA-sponsoicd  annuity  ptogram  can  offer  your 
bank  the  financial  alternative  it  needs  to  suy  competiave.  Gill  Michael  R. 
McCov.  \1ce  President  at  1(800)  677-7732. 


HG  3597 


HOLDEN 


GROUP 


First,  it  should  be  clear  that  we 
assess  the  conduct  of  officers  and 
directors  based  on  facts  and  circum- 
stances existing  at  the  time  they 
acted — for  example,  when  they 
approved  or  made  a  loan. 

FDiC's  claims  against  former  direc- 
tors and  officers  are  normally  for 
breach  of  fiduciar>-  duty  These  claims 
generally  allege  common  law  negli- 
gence or  gross  negligence  The  under- 
lying misconduct  often  involves  viola- 
tions of  specific  federal  statutes  and 
regulations,  such  as  limits  on  loans  to  a 
single  borrower  or  Regulation  O  limi- 
tations on  insider  lending. 

Generally,  the  most  straightforward 
cases  involve  insider  abuse,  a  clear 
breach  of  the  duty  of  loyalty  For 
example,  we  will  sue  directors  for 

"FDIC  does  not  sue 
former  officers  and 
directors  when  properly 
underwritten  loans  go 
bad  because  of  an 
unforeseen  downturn  in 
the  economy  or  the  col- 
lapse of  the  real  estate 
market" 

making  loans  to  themselves  or  corpo- 
rations controlled  by  them  when  they 
have  failed  to  make  full  disclosure  or 
to  comply  with  applicable  procedures 
and  regulations.  We  also  will  sue  for 
other  forms  of  self-dealing,  such  as 
contracting  with  the  bank  to  supply 
goods  and  services  at  excessive  cost  or 
on  other  than  an  arm's-length  basis. 

And  we  sue  not  only  the  person 
who  benefitted  from  the  insider  abuse, 
but  also  the  officers  and  directors  who 
approved  or  allowed  the  loan  or  trans- 
action and  knew,  or  should  have 
known,  of  the  abuse. 

A  more  typical  FDIC  claim  is  for 
breach  of  the  duty  of  care,  most  often 
for  bad  lending.  Most  typically,  the 
problem  is  a  pattern  of  bad  lending, 
although  in  some  cases  a  single  credit 
has  been  enough  to  warrant  suit.  We 
sue  former  directors  and  officers  for 
failure  to  exercise  reasonable  business 
judgments  in  making  third-pany  loans 
that  were  patently  bad  at  inception 

Common  examples  include:  i  I  i 
loans  made  with  no  or  inadequate 
financial  information  about  the  bor- 
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"The  difference  between 
getting  by... and  getting  ahead" 
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rower:  (2)  credit  advanced  even 
(hough  the  available  information  indi- 
cated the  borrower  lacked  the  means  to 
repay;  (3)  loans  made  despite  obnoub- 
ly  inadequate  collateral;  and  |4)  loans 
that  violated  legal  restrictions-  buch  as 
lending  limns  to  a  single  borrower 

When  bad  third-panv  lending  is  the 
basis  for  suits  against  outside  directors, 
the  lawsuit  normally  Is  based  on  a  fail- 
ure to  supervise  managers  in  their 
lending  responsibilities. 

The  most  common  FDIC  case 
against  outside  directors  iiho  neither 
engaged  in  nor  allowed  insider  abuse 
follows  this  basic  pattern: 

Bank  examiners  discover  that  the 
bank  has  made  a  substantial  number  of 
bad  loans — usually  because  of  prob- 
lems like  the  ones  outlined  above.  The 
examiners  also  conclude  that  the  insti- 
tution is  troubled  and  give  it  a  compos- 
ite ("CAMEL ")  rating  of  3  or  worse. 
The  examiners  detail  their  Tindings  for 
the  banks  directors  in  the  Report  of 
Examination,  but  the  board  makes  no 
serious  effort  to  correct  the  bank's 
lending  practices. 

Thereafter,  usually  one  to  four 
years  later,  the  bank  fails  and  sustains 
huge  losses,  due  in  large  measure  to  a 
continuation  of  the  same  defective 
lending  practices  that  examiners  had 
criticized  earlier.  In  this  situation. 
FDIC  typically  will  sue  the  former  out- 
side directors  for  losses  from  the  bad 
loans  made  after  the  warning  was 
given  to  them  in  the  Repon  of  Exami- 
nation. 

FDIC  does  not  sue  former  officers 
and  directors  when  properly  underwni- 
ten  loans  go  bad  because  of  an  unfore- 
seen downturn  in  the  economy  or  the 
collapse  of  the  real  estate  market.  If 
loam  appeared  sound  at  the  time  they 
were  made,  we  dont  go  after  the 
bank's  managers,  even  if  the  loans 
ultimately  cause  a  loss. 

We  believe  FDIC  stnkes  an  appro- 
priate balance  in  filing  our  D&O  and 
professional  liability  claims.  Although 
we  will  vigorously  pursue  former 
directors,  officers,  and  professionals 
who  are  disloyal  or  careless  in  per- 
forming their  duties,  we  do  so  only  if 
they  pass  our  strict  reviews  and  meet 
our  ngorous  standards. 

The  great  majority  of  American 
bank  directors,  officers  and  profession- 
al advisors,  who  serve  their  institutions 
diligently  and  honestly,  have  nothing 
to  worry  about.  Q 
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States  Give    S&L  Execs  Protection 


A  Classic  federalism 
battle  Is  under  way. 

Bv  Marianne  Lavelle 

Stlf«aJ   L4»  Jwail  SliH   Rcporlrf 

THE  FEUJERAL,  governmtDl,  reach- 
taf  for  oome  of  the  bllUoDji  of  taxpayer 
dollars  loil  by  the  Mvinca  and  loaji 
uxl  banUsf  iivdiutrie*,  hai  hit  new 
block&dea  In  a  Dumber  of  elate  capltale 
*et  up  bj  ]eg1jUtur«a  att«mp4tn;  to 
protect  their  bualoeaj  cominunltlei 
from  fLn&ficlal  rcapoQ«ibtUly. 

At  least  seveD  itatea  in  the  p&at  14 
montbj  —  liiclwliii^  the  thrift  dieajter 
area  of  Texaa  —  have  pasted  la^a  Lhat 
aim  to  limit  the  Federal  Depoalt  Inaur- 
ajice  Corp."*  *Jid  the  Resolution  Truat 
Corp.'i  ability  to  hold  the  people  who 
ran  failed  Uulltutlona  liable  for  their 
loisea. 

ProvoUcg  a  cooatltutioaal  conHlcl 
over  ilale  and  federal  power.  Kansaa, 
Louisiana,  Nebraaka.  Oklahoma,  South 
Dakota.  Teuia  and  Utaji  have  enACted 
statute!  ihleldlnc  banklsc  director) 
and  officers  from  lawaulla  for  aJl  but 
the  most  lertous  wrongdolog.  The 
states  define  this  as  "cross  negli- 
gence." a  toujh  rUindard.  requiring 
regulatora  to  prove  the  banking  offi- 
cials made  loana  with  what  ainounta  to 
an  absence  of  care. 

The  FDIC  filed  a  challenge  to  the 
TexAS  taw  in  Beaumont  federsJ  court 
on  Aug.  30.  the  day  It  officially  look 
effect,  charging  It  violates  the  Consti- 
tution's Dupreniacy  and  due  process 
clauses.  It  allowed  to  stand,  the  FDIC 
said,  the  law  will  contribute  lo  "shift- 
ing the  costs  of  the  crisis  away  from 
local  wrongdoers-and-tMLck  to  the  Unit- 
Continued  Ofi  pops  S\ 
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ed  Stales  taxpayers."  FDIC  v.  DanUi. 

But  the  banUng  Industry  argues  that 
the  law  never  was  meant  to  hold  lis 
officials  to  the  standards  that  the  fed 
eral  government  Is  attempting  to  en- 
force In  hundreds  of  lawsuits  aoro« 
the  country.  They  say  thejf  have  mere- 
ly put  clearly  on  tbe  t>ooks  the  stan- 
dards as  thay  have  always  been. 

Without  theae  measures,  they  argue, 
the  specter  of  federal  lawsuits  will  con- 
tinue to  create  a  shortage  of  people 
wUUng  lo  serve  on  bank  boards;  they 
will  fear  being  left  holding  the  bag  for 
making  bad  business  decisions. 

"No  one  wants  to  put  their  neck  on 
the  line  with  such  a  low  standard  of 
care.'  forming  the  basis  for  liability, 
says  Mary  Beth  Guard,  general  covin- 
sel  of  the  Oklahoma  Bankers'  Aasocla- 

IIOCL 

Be&vy  L»M  i>  Seven  Stales 

Congress,  with  the  Financial  Institu- 
tions Reform,  Recovery  and  Enforce- 
ment Act  of  19M,  bolstered  the  power 
of  regulators  to  oversee  the  banking 
Industry  and  to  recover  some  of  tbe 
UOO  blUlon  lost  by  savings  and  loans, 
and  blUlona  more  by  banks  —  a  price 
well-hidden  from  taxpayers  in  the  fed- 
eral budget  that  they'll  have  to  pay  for 
the  next  generation. 

In  the  campaign  to  reduce  taxpayer 
debt  by  holding  former  bank  and  thrift 
officers  and  dir«ct«rs  liable,  the  FDIC 
has  collected  }L8  bllUoa  through  April 
IMS,  while  the  RTC  has  collected  iHl.* 
million,  acccrtllng  to  figures  compiled 
by  Paul  W.  Grace,  of  Baltimore's  Tyd- 
Ings  k  Rosenberg,  one  of  hundreds  of 
outside  counsel  who  repreient  the 
FDIC  and  the  RTC. 


\}&.  Ben.  Howard  Metseobaum,  D- 
Ohio,  who  bsUsvss  the  government 
should  be  collecting  more  lost  funds. 
says  he  Is  "furious"  at  the  slates'  effort 
to  curb  recoveries.  "It's  absolutely 
shocking,  the  tola]  crass  Indifference 
of  tha  legtslaturei  lo  placing  th*  blame 
where  It  belongs,  succumbing  to  the 
entreaties  of  special  Intcreat  lobbyists, 
representing  the  Insurance  companies 
and  some  of  the  officers  and  direc- 
tors," ho  saya 

A  recent  study  by  a  Northeast-Mid- 
west coalition  of  Congress  shows  that 
nearly  M  percent  of  the  losses  due  to 
thrift  failures  occurred  In  the  B«ven 
states  that  are  trying  to  limit  lawirulta 
for  recovery,  with  M  percent  occurring 
In  Texas  alone.  About  10  percent  of  the 
W>  pending  liability  cases  by  the  RTC 
—  the  agency  responsible  for  thrift* 
that  failed  after  ICSi  —  have  been  filed 
in  those  same  seven  states.  Officials 
say  the  vast  majority  of  those  ''O-some 
suits  allege  ordinary  negligence. 

Caryl  Austrian,  spokeswoman  for 
the  FDiC,  Ihs  agency  In  charge  of 
cleanup  of  banks  and  tbe  early  thrift 
failures,  sayi  agency  otflclals  believe 
firmly  that  the  suits  they  flls  are  for 
wrongs  tliat  would  fit  the  leg>l  deflni- 
uon  of  gross  negligence.  "But  In  states 
Ihal  permit  It.  for  tactical  reasons,  we 
allege  ordinary  nsgllgence,"  she  says. 
The  standard  that  officers  and  direc- 
tors should  be  held  to  "Is  not  tor  [the 
states]  to  decide,"  says  Senator  Metz- 
enbauniL  "If  negligence  waa  rufflclent 
to  cause  the  loss  of  hundreds  of  mil- 
lions  of  dollars,  whether  It  was  gross 
negligence,  or  negligence  is  purely  le- 
galistic mumbo  Jumbo." 
Qnestlons  ftf  Standards 

The  standard-of-care  laaue  has  been 
a  bitter,  recurring  point  of  contention 
from  tbe  time  Congress  addreaaed  the 
tlirlft  cleanup.  Lawmakers  adopted 
language  that  left  ths  question  open  to 
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InlerproUtlon  —  that  dlrectorf  and  of- 
flccra  may  b«  held  pArsonally  lixblc  for 
fTofi  necUgenco  or  worse  coaduct  "ai 
...defined  and  deicrmlncd  under  ap* 
pUcable  iiate  law." 

Banliera  argMed  that  Ihit  language 
eitabllshed  that  aaUoowlde,  the  FDIC 
and  RTC  could  not  aue  for  leaa  than 
poas  negligence.  But  the  section  ot 
FIRREL^  coocludM  wltii  a  caveat:  "No- 
thln^;  In  thU  paragraph  shaU  Impair  or 
aUect  any  right  of  (the  rcgulaloraj  un- 
der o^her  applicable  law." 

Regulators  believe  thla  phraae  pre- 
•ervea  their  authority  to  me  for  ordi- 
nary oegligencc,  uaiog  either  atate 
laws  or  a  theory  that  tbe  right  exlau  in 
federal  common  law.  The  federal  com- 
mon law  queatlon  stUI  Is  being  hotly 
litigated  with  varying  declaiooa  in  the 
district  court*. 

But  In  February  1992,  the  10th  V.&. 
CIrcJit  Court  of  Appeals  ruled  that  fed- 
eral regxilators  Indeed  have  the  right 
tn  sue  for  ordinary  negligence  under 
state  taw  when  the  slates  permit  FDIC 
V.  Con/ifW.  M7  rjd  143. 

Since  that  decision,  lays  Walter  B. 
Stuart  rV,  of  Houaton'a  Vinson  <c  El- 
kina,  who  repre««ata  banJUng  officlaia, 
"^here  has  been  an  examination  in 
each  state  where  these  actions  have 
b««Q  brought  over  what  la  the  standard 
of  care  for  officers  and  director*." 
Ttaondcrbclt  of  Fear' 

Mr.  Stuart  and  other  supporters  of 
the  protective  laws  argue  that  the 
standard  for  corporate  officials  In 
their  states  boa  always  been  gross  neg- 
ligence, because  their  atate  couru  typi- 
cally have  applied  the  so-called  buai- 
neas  Judgment  rule  —  refusing  to  place 
liability  on  officials  who  were  merely 
encaged  In  ordinary  rl^ka  of  corporate 
decision-making. 

But  the  court*,  dealing  with  more 
and  more  corporate  liability  cases,  had 
begun  to  shape  the  lawa  in  waya  that 
banking  officlaia  felt  provided  less  pro- 
tection. In  1989.  the  5ih  U.S.  Circuit 
Couri  of  Appeala  held  that  eross  oetU- 
gence  wa*  the  standard  of  care,  but 
defined  the  duty  in  stringent  terms. 
Louisiana  Wnrld  Bxpoiition  v.  Ftdeml 
tnmrancc  Co..  Mi  F.  2d  1117. 


"Wt  had  a  federal  court  artlculaUnf; 
Uiv  state  lair.  deOning  gross  negll- 
gence  m  a  way  that  acuvd  the  hell  oui 
of  anyone  that  could  read  and  write." 
said  R  Cole  Gahagan  Jr.  of  Gahagan  k 
Conlay  o(  Natchitoches.  Vjl,  who  rep- 
resents banking  ofCclaU.  On  top  of 
this,  the  MNh  CtrtMilt  CtnficU  case 
sparked  a  "thunderbolt  of  fear"  among 
director*  and  officers,  he  said. 

In  Louisiana,  be  aided  In  drafting  the 
moat  specific  of  the  seven  new  state 
lawa,  explicitly  deflnlng  the  standard 
of  cars  for  financial  institution  officcra 
and  directors  as  gross  QegUgencc; 
reclUess  or  wanton  behavior. 

Mr.  Gahagan  says  the  statute  "cives 
some  certainty  to  the  state  cause  «rf 
action  that  can  l>e  asserted  fay  tbe 
PDIC  against  flnssdal  institution  di- 
rectors and  officers  in  addUloo  to  those 
remediea  otherwise  available  under 
federal  law."  (The  banUng  Industry 
bellcvea  the  remedies  available  under 
federal  law  still  sure  limited  to  gross 
negUgsoce  stilts.) 
BegnUtors'  TIew 

The  federal  government  sees  things 
differently,  accusing  the  Texas  Legis- 
lature of  'invidious  intent"  in  It*  chal- 
lenge of  the  law.  While  Ur.  Grace,  the 
miC/RTC  counsel,  did  not  discuss 
specific  cases,  he  says  he  is  confident 
the  federal  couru  will  strike  down  the 
laws  as  tlle<al  stata  Interterencs  with 
A  federal  prograjn  ~  the  savings  and 
loan  and  liank  clsanup. 

Kapeclally  precarious,  he  says,  are 
laws  that  specify  Ibey  are  protecting 
banking  ufflcJals  from  the  FDIC  and 
RTC  —  as  do  the  Neljraaka,  Oklahoma, 
South  Dakota  and  Texas  Lawa  These 
statutes  do  not  purport  to  Umit  suits 
by.  say.  shareholders  who  might  be 
moved  to  hold  directors  and  officers 
responsible  U  they  loae  tbe  money 
they've  invested. 

"Clsarly  there  Is  disparate  treat- 
ment" of  the  federal  agencies  snd  oth- 
er potential  plaintiffs,  says  Mr.  Grace, 
"and  it  clearly  Interferes  with  an  im- 
portant federal  goal  —  to  asses*  the 
duly  of  care  of  people  Involved  in  caus- 
ine  the  failure  ot  financial  institu- 
ttODa." 


Thc  FDIC  briefs  In  the  Texas  chal- 
lenge say  that  discrimination  again**, 
acenciea  of  the  United  States  Is  the  test 
cotirt*  have  applied  in  casei  dating 
back  to  1819  as  violalug  the  Constitu- 
tion's federal  supremacy  clause. 

The  federal  government  also  argues 
the  Btile  lawa  improperly  protect  offi- 
cials from  suits  (or  things  they  did  be- 
fore the  law  wa*  passed.  The  FDIC 
ootes  In  its  Texas  challenge  that  the 
courts  have  Interpreted  the  due  pro- 
cess clauses  of  the  Constitution  as  bar- 
ring retroactive  laws,  and  the  Texas 
Constitution  explicitly  prohlblu  Ihein. 

All  the  new  slate  laws  are  reiroac- 
live  to  some  degree.  James  Maag. 
Kansas  Bankers'  Association  executive 
vice  president,  aaya  the  lasuc  proved 
especially  contentious  In  Topeka.  The 
Kansas  Legislature  compromised  by 
applying  the  standard  only  to  suitjs 
filed  after  the  effective  date  of  the  law. 
May  M.  The  federal  government  still 
views  thla  Uw  as  retroactive,  abolish. 
Ing  Its  right  to  sue  officials  for  loans 
they  made  or  other  activities  t>efore 
May  20. 
A  BaUIe  Joined 

Matthew  Street,  the  American  Bank- 
era'  Association  associate  general 
counsel,  says  the  courts  ulilmafely  will 
decide  if  the  new  state  lawa  provide 
protection  to  directors  and  officers,  bu; 
he  praises  the  states  for  their  effort; 
"Thai's  the  thing  about  the  stales. 
They're  experimental  places,  and  they 
go  rig1«  to  a  problem  when  they  see  it" 

Mr.  Grace,  however,  believes  th«  bat- 
tle will  be  won  by  the  federal  govorn- 
mcnl,  baaed  ultimately  on  Cikjngress' 
Intent  In  the  thrift  cleanup  law.  "Prior 
to  FIRREA.  many  states  were  adopt- 
ing laws  that  to  shield  directors  and 
officers  from  personal  liability. .  even 
baaed  on  gross  negligence,"  he  says. 
"Congress  didn't  like  that  and  decided 
that  FDIC  snd  RTC... should  be  able 
to  go  after  people  for  gross  negligence, 
and  added  that  'other  applicable  law' 
should  remaUi  in  effect  The  question 
is,  'What  does  that  mean?' 

■TTiere's  going  to  bo  a  lot  of  paper 
flying  aroimd"  to  determine  the  an- 
swer in  the  coming  months,  he  says. 
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Features  of  States'  S&L  Protection  Laws 


state 


Effective  date     Ratroactivtty 


Who'*  protected 


Special  leatures 

Allows  suits  only  t<x:  "Broacn  ol  loyalty-. 
willlul  or  grOBS  ana  wanton  breach  c' 
duty  ol  care."  or  soil-dealing 


Kansas  May  20.  93      Applies  only  to  suits  liled  alter 

May  20.  but  applies  to  causes 
o(  actions  comm.tiea  earlier 


Financial  insttution 
directors  —  not  otfw 
cars. 


Louisiana      July  2.  92 


Applies  trath  "retrospectlvdiy 
and  prospectively." 


Financial  Institution 
directors  and  offi- 

C«f8. 


Establishes  a  new  one-year  statute  ot 
limitations  from  ttie  day  of  discovery,  not 
to  exceed  three  years  in  any  circum- 
stance. And  it  defines  gross  negligence 
as  "reckless  disregard  of.  or  a  careless- 
ness amounting  to  indifference  to,  the 
best  interests  of  the  corporation. .  .in- 
volving a  substantial  deviation  below  the 
slanoard  ol  care  expected  to  be  main- 
tained by  a  reasonably  careful  person." 


Nebr-asKa       May  5.  '93 


Does  not  contain  language  on 
retroactivity,  but  does  specify 
that  It  protects  "(ormor"  direc- 
tors and  officers. 


Financial  institution 
direCTors  and  offi- 
cers. 


Spedlies  that  it  bars  suits  t>y  the  Feoer- 
al  Deposit  Insurance  Corp..  the 
Resolution  Trust  Corp.  or  other  federal 
banking  regulatory  agency"  for  anything 
less  than  gross  negligence. 


Oklahoma      Juiy1.'92 


Expiicftty  dates  back  to   Aug. 
9. 1 989."  the  effective  date  of 
the  thrift  retorm  and  cleanup 
law. 


R(«ncial  Institution 
directors  and  offi- 
cers. 


Specifies  tfiat  it  bars  suits  by  "the  Feder- 
a]  Deposit  Insurance  Corp..  ttie 
Resolution  Trust  Corp.  or  other  federal 
banking  regulatory  agencies"  lor  any- 
thing leas  ttian  gross  negligence. 


South  July  1 .  '93         The  bill  states.  "The  provisions 

Dakota  ot  this  section  shall  be  retroac- 

tive." 


Financial  institution 
directors  and  offi- 
cers. 


Specifies  that  it  bars  suits  by  "the  Feder- 
al Deposit  Insurance  Corp..  the 
Resolution  Trust  Corp.  or  other  (eoeral 
banking  regulatory  agency"  lor  anything 
less  than  gross  negligence. 


Texas  Aug.  30.  '93      Stipulates  that  it  is  "not  Intend-      Financial  institution 

ed  to  change  existing  law"  but       directors  and  offi- 
to  serve  as  a  "clarification. "  cers. 


Specifier  that  it  bars  suits  by  "tf>e  Feder- 
al Deposit  Insurance  Corp..  ttie 
Resolution  Trust  Corp.  or  otner  federal 
banking  regulatory  agendes"  for  any- 
thing less  than  gross  negligence 


Utah  May  3,  '93        Intended  to   clarify  and  codity 

what  Is  considered  to  be  the 
existing  common  law  of  this 
state,  as  interpreted  by  judicial 
decision.' 

Source  NiHonal  Ijw  Journal  r>*«iircli 


All  corporate  offi-  Bars  suits  by  "the  corporation.  Its  share- 

cers  and  directors  hoioers.  any  conservator  or  receiver,  or 
any  assignee  or  successor-in-interest ' 
for  anything  less  than  gross  negligence. 
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REVIEW  &  OUTLOOK 

McLarty*s  Got  It  Right 


We'd  be  remiss  not  to  note  Wish- 
Ington'i  continuing  harassment  o( 
people  who  did  any  kind  ol  business 
ifilh  the  savings  and  loan  Industry. 
pne  fellow  who  got  caught  up  In  the 
nightmare  described  the  government 
as  "chasing  "deep  pockets'  In  response 
to  political  pressure." 
•  These  words  were  uttered  by  a  utQ- 
lly  executive  named  Mack  McLarty. 
Prior  to  becoming  Bill  Olnton's  chief 
of  staff,  Mr.  McLarty  ran  a  gas  com-. 
paoy.  Arkla,  that  had  bought  another 
gas  company  that  had  once  owned.a., 
savings  and  loan;  Sometime  aner  all 
this,  the  S&L  went  t>eUy  up.  On.thb 
lenuous'hlstory,  the  government  is  su- 
ing Arkla. 

,:  We've  also  returned  from  time  to 
IJme  to  the  case  of  Far  West  Federal 
Bank.  It  was  going  broke  In  1387  when 
the  regulators  persuaded  Trinity  Ven- 
tures, an  Investor  group  formed  by 
David  NIerenberg.  to  take  It  over.  Con- 
gress reneged  on  crucial  terms  In  the 
deal  when  It  passed  FIRREA,  the  Sti. 
bailout  law.  Par  West  Federal  was 
rendered  technically  a  dead  duck,  and 
the  bank  examiners  rushed  in  to  ap|)iy 
the  coup  de  grace. 

'  As  luck  would  have  It,  Judge  Owen 
Panner  of  the  Ninth  federal  drcutt 
Mds  the  view  that  the  govenunent 
ipught  to  honor  Its  contracts.  Last 
spring,  he  ordered  the  Office  o(  Thilft 
Supervision  to  gtre  back  the  t27  mil- 
lion the  Trinity  parlnen  bad  invested 
in  the  process  of  taUnf  Far  West  oft 
the  goveromenCi  hands.  This  sum  Is 
now  accruing  Interest  at  12%  while  the 
goverment  appeals. 

The  RTC,  In  addltloo  to  clcanlnc  up 
the  thrift  mess.  Is  under  orders  to  dnd 
some  "crooks"  and  make  Ihem  dto- 
gorge  their  booty.  Being  a  creature  of 
Congress,  the  RTC  Isn't  about  to  point 
the  finger  there.  So  Mr.  NIereidietf 
has  been  leamlnf  somelhln{  atoot 
this  tide  of  Washlngtoa's  S&L  nam- 
sis,  too. 

Over  the  summer,  be  and  nine  part- 
nen  received  subpoenas  from  the 
RTC,  Inquiring  about  the  nature  and 
disposition  of  their  penonal  assets 
and  whether  there's  a  pot  of  Insurance 
itwney.  Sudi  tnoopinc  usually  jn? 
cedes  a  legal  shakedown  and  Is  aimed 
at  estabUshlng  whether  the  subject  Is 
a  ripe  target 

Any  day  now  Mr.  Nlerehberf  and 
friends  expect  to  be  sued  Uk  gross 
negligence  and  malfeasance  \a  tbe 
downfaU  of  Far  West  Federal,  nolwttb- 
itandlng  a  $27  mlllioo  Judgment  by  a 
federal  court  that  says  It  wu  tbe  f^v- 
enunenl  that  screwed  up. 

The  provenance  of  Washlngtoo'a 
legal  Jihad  against  the  S&L  sunrtvon 
wu  explained  last  week  by  In  H. 
Parker,  until  recently  the  RTCs  asso- 
ciate general  counsel  Though  Nft  «f 
the  lawsuits  are  of  dotibtful  merit,  be 
told  a  conference  sponsored  by  the 
group  Regulatory  Watchdof,  Ibey're 
basically  waved  through  lo  appease 
Capitol  Hin. 


"Having  sat  for  only  a  month  and 
having  testified  before  Senator 
Rlegle's  committee  as  to  why  one  ac- 
tion hasn't  been  brought,  you  know 
that  If  you  make  the  decision  not  to 
bring  the  action  . . .  that  you're  going 
to  l>e  called  \xlon  some  committee 
someplace  up  on  the  Hill,"  Mr.  Parker 
explained. 

"That's  literally  what  goes  through 
your  mind.  You're  going  to  be  asked  to 
explain  your  decisions  and  It's  not  go- 
ing to  be  a  private  forum.  It's  not  go- 
ing lo  be  In  chambers,  or  Just  to  Con- 
fressknal  staffers.  It's  going  to  be  sit- 
ting up  there  with  C-Span  glaring  h> 
your  face  Or  Sam  Donaldson  glaring  hi 
your  face  because  it  will  be  shown  on 
soine stupid  show.; 

'  "I  do  know  One  thing.  If  I  go  ahead 
and  authorize  the  litigation,  nobody's 
going  to  criticize  roe." 

TMs  would  almost  be  funny  If  it 
weren't  wrecking  people's  lives  and 
dragging  down  the  economy.  While 
autborizinc  another  pile  of  money  for 
tbe  RTC  Ibis  month,  the  House  added 
two  years  to  tbe  statute  of  limitations 
for  Ibrtfl  lawsuits. 

Lawyers  usually  advise  these  vlc- 
tbns  to  s^lle  out  of  court  rather  than 
spend  their  Dves  flghtfaig  Unde  Sam. 
Even  so.  according  to  Regulatocy 
Watchdog's  Ed  Morris,  the  Drexel  and 
KeaUng  cases  account  for  the  lion's 
share  o(  tbe  143S  mUlIon  coUected 
throogb'tasl  year.  Only  4%  came  from 
suinc  bank  tHredors  and  ofllcen  like 
Mr.  Nterenberg.  Just  the  same,  the 
government  basjlled  lawsuits  against 
about  1.7N  indhrlduab  and  has  hun- 
dreds more  In  the  pipeline. 

By  their  nature  these  tend  to  en- 
tangle economically  useful  people. 
Neil  Bond  and  Reld  Dennis,  two  of  the 
Trinity  defendants,  are  venture  capl- 
taBsts  who've  provided  seed  money 
tor  sucb  stellar  performers  u  Seagate 
Tedmolagy  and  smoon  Graphics.  Of 
course,  you  cant  be  out  creating  Jobs 
If  you're  Ued.up  In  court. 

Presumably  Mr.  McLarty  U  ufely 
out  the  way  now,  but  the  govefin- 
menl's  lawsuit  against  Arida  iwnbles 
08.  At  last  word,  a  Judge  threw  out 
nbie  of  tbe  M.counis  In  the  RTCs 
original  tndlctroent,  bat  the  agency 
rearranged  Ow  paragraghs  and  came 
back  with  IS  new  counU.  The  RTC 
also  nw  lit  to  reduce  the  damages 
ttoa  SS3S  minion  to  $S20  million. 
mmte  because  Arkla's  attorney  got 
a  Uf  langb  from  tbe  Judge  when  be 
teslUed  that  the  original  figure  rep- 
resented n  mUnoa  for  every  member 
of  Oongrcss. 

Treasonr  dqwty  Roger  Altman, 
who's  been  boMlng  down  the  top  Job 
tenporartly  at  RTC,  wrote  legislators 
this  summer  lo  argue  against  the 
statute  of  limitations  extension.  We 
suspect  he  knows  bow  sUy  the  S&L 
vendetta  has  become,  and  we  hope  he 
passes  Us  thoughts  along  lo  Stan 
Tale,  Ok  Florida  real  estate  man  nom- 
inated to  succeed  him. 
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Rulings  Could  Hurt  FDIC  Suits 
Against  Officials  of  Failed  Thrifts 


By  Chkisti  Hajujln 

staff  R«portrr  of  The  w»u.  Street  Jouknal 

The  Federal  Deposit  Insurance  Corp. 
said  rwo  recent  court  rulings  could  cause 
the  agency  to  lose  more  than  half  of  the 
lawsuits  now  pending  against  officials  of 
failed  thrifts  and  banks. 

The  rulings,  in  separate  cases  decided 
by  federal  circuit  courts  in  .New  Orleans 
and  Richmond.  Va.. 
effectively  disallow 
a  tactic  that  had 
been  used  by  fed- 
eral bank  and  thrift 
regulators  to  make 
claims  against  for- 
mer officials  well 
after  state  dead- 
lines for  such 
claims  had  lapsed. 

The  court  rulings  affect  cases  in  which 
the  government,  through  the  FDIC  or  the 
Resolution  Trust  Corp..  is  suing  former 
officers  and  directors  for  approving  shaky 
or  fraudulent  loans  by  financial  institu- 
tions that  later  failed. 

The  FDIC  currently  has  140  cases  pend- 
ing against  former  officials  of  defunct 
banks  and  thrifts.  The  dollar  amount  of 
claims  in  those  cases  isn't  known,  a 
spokesman  said.  But  the  agency  has 
settled  65  similar  cases  so  far  this  year  and 
collected  a  total  of  S120.2  million. 

An  FDIC  spokesman  said  40%  to  607c  of 
the  agency's  cases  "could  be  adversely 
affected  by  these  decisions.  ...  We  are 
talking  a  large  dollar  amounL" 

The  effect  is  broad  because  the  harsh- 
est of  the  two  rulings  was  delivered  by  the 
Fifth  U.S.  Circuit  Court  of  Appeals,  with 
jurisdiction  over  Louisiana.  Mississippi 
and.  most  important.  Texas.  Of  the  FDlC's 
pending  cases  against  officers  and  direc- 
tors, a  full  one-fourth  involve  failed  Texas 
institutions,  the  agency  spokesman  said. 

Both  appeals-court  cases  place  sharp 
new  limits  on  the  timing  of  government 
lawsuits  against  former  bank  and  thrift 
officials.  Although  such  suits  are  filed  in 
federal  court,  most  are  governed  by  state 
statutes  of  limitation,  which  set  varying 
time  limits  for  bnnging  claims. 


The  time  limits  have  been  problematic 
for  federal  banking  and  thrift  regulators 
for  years,  partictilariy  in  claims  involving 
bad  loans.  For  example,  a  thrift's  board 
could  approve  a  loan  to  a  borrower  it  knows 
to  be  a  deadbeat  two  years  and  a  day 
before  the  thrift  failed,  then  escape  liabil- 
ity because  the  state's  statute  of  limita- 
tions requires  claims  to  be  filed  within  two 
years. 

The  FDIC  and  RTC  had  been  abl«  to 
skin  state  statutes  of  limitations  by  claim- 
ing that  the  boards  of  most  failed  banks 
and  thrifts  were  so  dominated  by  bad  or 
negligent  directors  that  the  boards 
couldn't  stop  the  bad  loans.  Under  that 
theory,  known  as  "adverse  domination, ' 
the  regulators  have  won  extensions  of  time 
limits  for  fihng  claims  against  officers  and 
directors. 

Last  month,  the  Fifth  U.S.  Circuit  Court 
of  Appeals  said  bank  and  thnft  regulators 
can  no  longer  use  the  doctrine  in  cases 
involving  directors  who  were  simply  negli- 
gent about  their  institutions'  lending  prac- 
tices. 

"If  adverse  domination  theory  is  not  to 
overthrow  the  statute  of  limitations  com- 
pletely in  the  corporate  context,  it  must  be 
limited  to  those  cases  in  which  the  culpable 
directors  have  been  active  participants  in 
wrongdoing  or  fraud,  rather  than  simply 
negligent,"  the  appeals  court  said. 

In  a  similar  case,  the  Fourth  U.S. 
Circuit  Court  of  Appeals  in  Richmond  said 
federal  regulators  will  have  to  show  that 
directors  actively  tried  to  conceal  their 
mismanagement  of  loans  from  sharehold- 
ers or  other  officers  who  could  have 
stopped  them. 

The  FDIC.  which  brought  the  claims  in 
each  case,  said  it  is  studying  both  rulings 
before  making  further  appeals. 
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